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INTRODUCTION 
Introduction 
1. Scope. 
The period immediately ~allowing World War II proved 
to be one o~ great prosperity in many types of business enter-
prise and this was certainly true of t he department store 
~ield. Pent-up demand for practically all t ypes o~ consumer 
goods unobtairmble duri ng the war years incited one of the 
greatest buying sprees that our economy has ever experienced 
and one of the most ~avored beneficiaries o~ this nbonanzan 
was the de partment store. Under conditions of such great sales 
activity, high mark-on percentages could be assigned to 
practically all types of de partment store merchandise and the 
need ~or mark-downs to maintain volume and dispose o~ aging 
stocks was very substantially reduced, which naturally resulted 
in favorable gross margins. This same period, hcwever, saw 
another less favorable trend, a sharp increase in all_types o~ 
expenses. As long as sales volume could be maintained at its 
high level and at prices which could absorb i ncreased costs 
there was need for no great concern. However, an examination 
o~ certain recent statistics extracted from the noperat ing Re-
sults o:f I>epartment and S p ecialty S tores in 1949" compiled 
and published by the Harvard University Graduate School of 
Business Administration, definitely i ndicates that the 
previous high level of sales volume is not at present being 
maintained and that the contraction which inevitably follows 
expansion has already begun. How extensive this contraction 
may be is, of course, problemayical and is t he province of 
the economist rather than the accountant. My :pw."'pose in 
maki ng this observation is not to encroach on the ground of 
the economist, but merely to point out t hat t his turnine of 
the tide .has presented to de .partment store management an 
immedia te and very vital problem- a ne ed to ti ghten t he con-
trol of expenditures in their stores if favorable profit 
margins are to be maintained. The acuteness of this situation 
is ver,y- forcefully expressed by u~. F. L. Foster of Harvard 
University Graduate School of Business Administration in the 
following quotation: 
"An approximate estimate leads to the conclusion 
that if the gross ma.rg;in percen tage continues 
to be stable and dollar expenses remain unchanged 
a further decrease of only 7f% in dollar sales 
will wipe out de partment store operating profits. 
A further modest decrease in today's historically 
high price levels might well bring about this un-
ha ppy result."* 
There is every indication, however, that management has and is 
acce pting this challenge and that every effort is being made to 
bri:qs the ex;Jense picture in line with p:resent and forecasted 
sales volume and othe r economic~actors. 
*7, p .4 (The system of rec ording footnotes in this thesis is 
7 -
as follows: the first ' number refers to t he Bibliography 
in which the references are numbered consecutively, the 
second number refers to the page number or inclusive 
page numbers within t nat reference.) 
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]~purpose in this paper is, first, to examine the ·nature 
of expenditures common to the department store and the accounting 
treatment employed in recording, classifying, suwruarizing , analyz-
ing . and interpreting these financial transactions with the prin-
cipal aim of portraying the accounting and statistical material 
Wich is made available to management and serves as the factual 
basis from which decisions and policies are made. In order to 
present this material in a more realistic manner, the procedures 
and figures of a representative department store, wluch will 
hereinafter be referred to as ".A" Department Store, will be 
cited. Sinee much of the accounting for expenses has been stand-
ardized by the "Expense .Ace ounting Manual" prepared and pub-
lished by the National Retail Dry Goods .Association, the 
treatment employed by ".A" De partment Store is in many respects 
illustrative of all such establishments. This material will 
comprise Part I of this thesis. 
Part II of my paper will be concerned specifically 
with the matter of control of expenses. In addition to the 
conventional methods of control I shall also enumerate and 
dis cuss some of the curr·ent ideas proposed by progressive 
leaders in the field and adopted by some stores d.uring recent 
months which have as their objectives the control of expenses, 
the elimination of unnecessary and wasteful expenditures, the 
reduction of certain expense items by improved meth ods and, 
in general, the realization of the maximum return for eaah 
sales dollar expended. 
PART I 
ACCOUNTING TRE.AT lVJEJ.~ T uF E1~EH::>ES 
IN DEPART~~~T STURES 
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Part I 
I 
Chapter I 
Expense Classification 
A. Relationship of Accounting Treatment and Control of Expenses. 
It was statect in the Introduction th£tt Part I of this 
thesis would be primarily concerned with the accounting treat-
ment of expenses employed by department stores and tnat Part II 
would deal principally with tt1eir control. It should be pointed 
out at the outset, however, that these two su-bjects cannot, in 
f'act, be properly separated, since one of tile principle objecn-
ives in the accounting f'or expenses is to provide the informa-
tion through which the y may be effectively controlled. As 
stated by one author: 
"Detailed analysis of expense into significant 
elements is an essential aid i n the attainment 
of effective control."* 
B. Essentials of the Expense Accounting System as Regards 
Control. 
One role of the Controller and his a ccounting 
department is to summarize transactions ill a manner which will 
eventually result in the a:ccwnulation and presentation of 
figures and ~aots to mauagament ~.a will be significant. 
Generally speaking , figures are significant to management on~ 
when they permit comparisons or relationships from whi ch 
definite conclusions can be draw1r, such as: 
*1, p. 419 
( 1) The comparison or relati-onship of one type of trans_. 
action with another, as for ex~mple, the relations hip 
of expense to sales; 
(2) Comparisons between similar segments of t he business, 
as, for example, between departments; 
(3) Comparisons with prior similar time periods; 
ll 
(4 ) Comparisons with other similar business establishments. 
The first three of t h ese are, of course, internal, where a s the 
fourth is external, aDd it was principally due to the fourth 
that as early as 1916 t he National Retail Dry Goods Associ ation 
appointed a cownittee to study the p roblem of expense account-
ing with the aim of providi ng a standard system of expense 
ace ou.nting which would be acce ptable to establishments in the 
department s tore a nd s pecialty s tore field. This purpose is 
stated in the Introduction to Expense Aocounting 1~nual, first 
published by t he Controllers' Congress of the National Retail 
Dry Goods Association in 1922 as follows: 
"The purpose of t he Expense Accounting W.tanual 
is to provide a standard for defining and a 
procedure for clS,s s if'ying and distributing 
expense items. Only through the medium of a 
standard accounting method is it poss ible for 
store executives to talk figures with each other 
in an intelligent manner. * 
This manual has won recognition botb within and outside the 
de partment store f i eld a s the authority on matters of 
*5' p . 7 
definition, classification and distribution of expense, and • 
because of this wide acceptance no discussion of the subject 
of expense accounting in this field can be intelligently con-
ducted without first considerir.g at least the framework for a 
system :provided by this manual. 
c. The Expense Accounting Manual Expense Classification. 
1. The A:pproaeh 
The ap~roach used by the authors of the Expense 
Accounting Wmnual is to co~~ider first the smallest retail 
establishment in the field and to develop their system by 
a series of refinements into a system which provides for 
the compilation of expense figures into significant 
categories for the largest and most complex entity in the 
field. · 
2. Natural Divisions of Expense 
The first classification of expense advocated by the 
manual is by the nature of the expense. No matter how 
small or how large the business may be "all the expense of 
operating a ~etail store may be easily fitted into fourteen 
accounts, each of which (with the exception of one; i.~ •• 
Unclassified) is descriptive of a major expense item. These 
with their code numbers are as follows: 
01 - Payroll 
02 - Rentals 
03 - Advertising 
04 · ..: Taxes 
05 - Interest 
06 - Supplies 
07 - Services Purchased 
. ' 
08 - Unclassified 
0.9 - Traveling 
10 - Communications 
11 - Re :pairs 13 - Depreciation 
12 - Insurance 14- Professional Services. !! * 
Through this classification management can determine 
how much has been expended for each type of expense, 
and in smaller stores this information may be entirely 
satisfactory without fUrther analysis or subdivision. 
3. Functional and SubfUnctional Classification. 
In larger stores, however, a further refinement is 
desirable in order to classify expense in accordance with 
' 
the functions or a ctivities for which the expenditures 
are incurr ed. "Accordingly the expense accounts are 
classified also a long definite functional lines to 
:parallel in a general way t he store organization of 
authority and res:ponsi bili ty. ""* These functional groups 
with their code numbers are as follows: 
20 Administrative 
30 Occupancy 
40 Publicity 
50 Buying 
60 Selling 
~when this classification is introduced the natural di vi-
sions, or those which are a:p1)licable, are :provided ~under 
each fUnctional group. Payroll, for example, which is 
an expense incurred in all ~unctions, will be recorded 
*5 :p. 11 
**5: p . 14 
l~ 
in such a manner that the amount applicable to each 
fUnction will be recorded separately. Advertisi~ 
expense, on the other hand, is exclusively a publicity 
function and is recorded, therefore, wholly under that 
functional classification. Since this classification 
provides for categorizing expense into segments parallell-
ing generally a store's personnel organization, it affords 
a large degree of expense control. By this means top 
management can delegate the responsibility for certain 
classes of expense to minor executives and the 
psychological eff ect created by a realization on the 
part of such executives that their eff ectiveness will 
be measured in some degree by the care with which they 
control these expenditures will have a pronounced effoot 
in the overall expense figures. 
In still larger stores this functional classific~ 
tion may not be entirely adequate since each f untion 
may be further subdivided in the store's organizational 
chart with junior executives in charge of such sub-
functional groups. Under such circumstances, the 
manual provides for eighteen sub-functional classific~ 
tiona broken down as follows: 
20 Administratiu£ 
21 Executive Office 
22 Accounting O~fice 
23 Accounts Receivable and Credit 
14 
24 Superintendencv 
25 General Store 
30 Occupancy 
31 Operating and Housekeeping 
32 Fixed Plant and Equipment Costs 
33 Light, Heat and Power 
40 Publicity 
42 Sales Promotion O~~ice 
43 Newspaper and General Advertising 
44 Direct :Mail 
45 Display 
50 Buying 
52 Merchandise Management and Buying 
53 Domestic and Foreign Buying Office 
54 Receiving and Marking 
60 Selling 
61 Compensation of Salespersons 
62 General Selling 
63 Delivery 
4. Further Sub-Classi~ication of Natural Divisions. 
EVen when the natural division and sub-~unctional 
classi~ications indicated above are employed, expenses may 
not be categorized to provide as detailed information as top 
management of a large retail store may require. For example, 
payroll for the accounting offic-e may consist of amru. nts paid 
as compensation to (1) the Controller and Assistan.t Controllerfi, 
15 
l€> 
{2) Office Manager and Assistant Office Manager, {3) GeneTal 
Bookkeeping Clerks, (4) Research Office personnel, 
(5) Auditing personnel, (6) Accounts Payable Clerks, 
(7) Statistical Clerks, (8) Payroll Office· personnel, 
(9) Cash Office Cashiers, (10) C.O.D. and Will-Call Office 
personnel, and (11) Mail Clerks and Stenographers in the 
Accounting Office. If it is desired individual accounts may 
be set up for each of these component parts of the Account-
ing Office payroll. Similarly any other expense item Wbich 
is not sufficiently refined by use of the natural divi-
sion and sub-functional classifications may be divided 
into whatever segments are desired. 
D. The Selection of a Chart of Accounts for an Individual 
Retail Store. 
One of the principal aims of the Expense Accounting 
Y~nual is flexibility. The entire scale from the smallest to 
the largest store is provided for, but the decision as to what 
expense accounts a store will use is left entirely to the dis-
cretion of that store's management. Generally speaking , the 
deciding factors determining the number and nature of expense 
accounts to be used by a store are (1) the size of the store, 
(2) the store's organizational chart, (3) the degree of re-
finement of expense desired by top management, which will be 
governed to a large extent by the amount that management is 
willing and able to pay for the additional information pro-
vided by such refinement. 
In analyzing the ex-pense accounts employed by the 1 
nAn Department Store in the light of these three factors we 
find that inasmuch a s it has gross sales in excess of 
$10,000,000. annually, it is definitely in the category of a 
large department store. As such it has adopte d both the 
natural classification and the subfunctional classification 
suggested by the manual. 'l'he Organizational Chart illustrated 
in the Appendix, however, shows that certain sub-functions 
suggested by the manual are not present in this store and henre 
are not provided for in the chart of accounts. Under the 
Administrative Function, there is no Accounts Receivable and 
Credit Office as such, and hence all expense attributable to 
this function is recorded under the Sub-Function Accounting 
Office. Also the Organi zational Chart discloses that the 
store does not have a Sales Promotion Office es tablished and 
does not show a separate functional group for direct mail 
advertising , a t~ype of advertising media not used by this 
store. The publicity function in t his store, therefore, is 
subdivided into only two sub-functions, Newspaper and General 
Advertising and Display. A further analysis of tne accounts 
indicates that the store IIE.nagement apparently desires no 
elaborate refinement of expense items. The Accounting Offl oe 
payroll, for example, is recorded as one amount. 
E. Direct and Indirect Expenses. 
1. l>efini tion 
Another important classification of expense vital to 
the discussion o~ the acc~unting treatment of expense in 
de partroont stores is. that of "direct" or nindirect''· 
Before attempting to define t hese expense classifications 
we must first consi der the merchandise organization of the 
16 
retail store. "A retail store is organized into de partrrents 
primarily to achieve control over merchandise in segrega:t ed 
classes of like goods and to make comparisons with normal 
or goal figures of sales and gross margins obtained from 
o:perati ons in the res pective classes of mercnandise. "* 
Each of these departments or a group of de partments is 
headed by a buyer who is respo:nsi ~le for the profitable 
operation of his department or de partments. "The buyer 
has been likened to an independent merchant for whom the 
store furnis .tles eapi tal, selling and storage space, and 
ot her auxiliary services, requiring only of him that he 
so merchandise his departments t hat a profit is earned 
thereby for the store. His duties, therefore, would 
appear to be those of the independent merchant, except 
that, in t he case of the buyer, the store takes care of 
such matters as maintenance of the building , deli very, 
credits, accounting, eta., leaving the buyer free to 
devote practically his entire attention to the problems 
connected with the handling of roorchandise. n>i'i< It is from 
this departmental :point of view that expenses are referred 
*2 p. 211 
**3: p . 48 
to as rrdirect" or 11 indirec,t". Direct expenses comprise. 
"those items which are subject to control by individual 
buyers in selling departments, or which nave a direct 
relationship to operations of the individu~l selling 
departments, that is, e~~enses wnich are incurred throu~ 
existence of the selling departments and which would be 
saved to the store if t ne selli.ng departments were dis-
continued."* When viewed :from a storewide point of 
view these 11directn expenses are commonly referred to as 
"escapable" in the sense t hat if t he particular depart-
ment for which t hey were incurred were eliminated these 
expense items would be saved. Indirect expenses, on the 
other band, nare incurre d for the benefit of selli ng 
de partments ·but, as they are not controllable by buyers, 
or subject to elimination upon discontinuance o~ de part-
ments, and also because it is difficult to measure t heir 
benefit or cost to individual departments, they fall into 
a general class of overhead to be allocated to depart-
ments on a pproximate or arbitrary bases. n** Storewise, 
such expenses are commonly termed "inescapable". 
2. Allocation and Proration. 
wnen considering expenses as direct or indirect, 
t hat is, when determining whether expenditures are in-
O.urred exclusively for or · by a partiaular departrre nt or 
*3, p. 210 
.;."'3, p. 211 
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merely to indirectly benefit a department we encounter two -
other terms wbi ch should be defined ~t this time, "alloca-
tion" and ''proration". The term 11allocation" is used to 
designate the distribution of a charge to a selling depart-
ment when it is definitely known exactly now much of an 
expense item is directly attributable to the selling depart-
ment or departments. "..i:'roration", on the other hand, refers 
to the distribution of charges to the various selling depart-
ments on the basis of an as sumption of the amoo.nt of benefit 
that each department receives from the expenditure. ]Tom a 
point of view of time, expenses may be "allocated" at the 
time the expense is incurred, expenses are "prorated" 
periodically after they have been ineurred. 
3. Direct Expenses with Indirect Components and Indirect 
Expenses with .Direct Components. 
If all expenses fit exactly the elassification of direct 
or indirect, tbe problem of expense ace ounting would -be con-
sidera bly simplified. Unf'ortunately, however, a great many 
expenses are neither pure direct or pure indirect and hence 
will be referred to herein as "direct wit h indirect com-
ponents n or '.'indirect with direct components n depending on 
whether t hey are principally direct or indirect. Elsewhere 
in this t hesis the major expense items will be discussed in 
detail and identified by classifiec;.tion. For illustration 
purposes, however, I should like t'o point out at this time 
an example of these two multiple-t_ype cla ss ifications. 
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expense, but it is obvious that together with every news-
paper advertisement there is some institutional advertising. 
Although the entire body o~ the ad may be ~or the bene~it of 
the toy department the store name in the heading is in the 
nature o~ institutional advertising and it is to be expected 
that all departments will bene~it to some extent from this 
publicity of the store name. The expenditure for this ad-
vertisement, there~ore, is best termed "direct with an in-
direct component". Rent, on the other hand, is generally 
cited as the most indirect expense, but i~ t he particular 
store has a lease agreement which establishes a minimum 
rental charge plus a percentage o~ s a les t here is a direct 
element introduced into t his expenditure and hence it is 
more accurately classified as "indirect with a direct comb 
ponent". The question as to whether the element which takes 
the expenditure out o~ the pure direct or pure indirect 
classi~ication is s~~iciently signi~icant to be considered 
separately ~requently presents a complex problem and a 
detailed discussion o~ this consideration will be de~erred 
until the major expense items are individually examined. 
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Chapter II 
Measur:iq$ the Performance of Selling Departments 
A. Importance of Measuring Performance of Selling De:partmenta 
It is a well-known geometric principle that "the 
whole is equal to the sum of its parts" and this :principle 
b..as ap_plicatio;n in the discussion of department store operating 
results. Department store management has always recognized 
that if their store is to be operated successfully some measure 
must be obtained of the contribution of each selling department 
to the total profit. rrunder stock de:partmentizat ion, each 
department is assigned a :particular location within the store 
and separate statistics and records are kept for each class 
of goods showing sales, :purchases, stocks, mark-ups, mark-do~s, 
returns and :percentage to sales. From the foregoing , the gross 
profits may be easily computed whenever desired •••• "if.fi th 
departmentization it becomes possible for the manager of the 
store to concentrate his sales energies and advertising efforts 
on those departments which are likely to yield the best :profits. 
De:partmentization occasionally shows that certain lines of 
goods are hopeless as money makers and, therefore, that they 
h uld b 1 . i •t d "* s o e e 1m na e • .,-
B. Methods of Measuring Performance of Selling Departments. 
Vlhen a department store is properly organized and 
records are adequately kept in accordance with well established 
accounting procedures, little diffic~lty is experienced in 
*4, :p. 57 and 58 
determining gross profits from merchandise s ales for each 
selling department. vlhile gross profits may be at least 
an lndex or guide as to which departments and which classes 
of goods are profit makers and whi ch are not, gross profit 
information is not ordinarily enough upon which to judge 
finally whether any net profits have been made by the depart-
ments. It is not until the expense picture viewed depart-
mentalwise is introduced that a truer measure of de partmental 
contribution is ascertained. It is, however, regardi ng this 
matter of the distribution of ex9enses to the selli ng de part-
ments that there is the greatest differences of opinion as to 
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the best method. Generally speaking , there are two approaches 
in current use - the Net Profit Plan and t he Contribution Plan, 
both of which are outlined in the ~pense Accounting Manual. 
The Net Profit Plan treats each selling department as a 
separate private enterprise and through its use a Departme~al 
Proflt and Loss Statement is constructed. Expenses that are 
separable departmentwise are charged directly and all other: 
expenses are prorated to the selling departments. This meth od, 
of course, requires the development of logical and equitable 
bases of proration, if the results are to be reasonably accurate. 
The Contribution Plan distributes only those expenses that are 
di r ectly related to the department and the profit figure attain-
ed is used to measure the contribution of that department to the 
overhead and profit of the store. r 
c. The Net Profit Plan. 
The Expense Accounting Manual outlines four basio 
principles of expense distribution which s hould be observed 
under the Net Profit Plan if t he results are to reflect true 
internal cost finding:-
"1. All item of expense should be charged as far as 
possible directly to departments - selling and non-
selling - where initiated or incurred. 
2. All items of expense not charged directly should be 
studied carefUlly in the light of conditions pre-
vailing in the individual store. 
3. The basis of distribution selected must be best 
sui ted to bring ou. t true costs. 
4. The distribution of indirect expenses, if done 
though tfully, need not be made more often than 
s emi-annually."* 
The Manual recommends that the recording of expenses in the 
functional and sub-functional classi fication be kept intact, 
and t hat appropriate adjustments made between functions and 
sub-fUnctions and the subse quent distribution to selling 
departments be done as a statistical rather than an account-
ing task. For example, rent will be recorded in t he account-
ing records under sub-fUnction 32 - Fixed Plant and Equipment 
Costs. The proration of rent to ot her sub-functions, a s, for 
example, to the AeooantiDg Of£ice (S~b-tunct~on 22} and the 
subsequent proration of Accoil.nting Office expense to the 
selling departments will be done as a statistical matter with-
*5, p . 113-114 
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o;ut affecting the accounting rec.orcts. The W.tanual also provides 
a recommended basis of distribution for each exp ense account 
which may be used provided it meets the re quire ments of the 
· individual store. It should be pointed out at t his point 
that the Net Profit Plan demands exacting and scientific 
methods and unless a store's manage.ment is willing to expend 
the time and money necessary to produce realistic results, the 
plan should not be used; si nce the introduction of poorly 
selected bases of proration will undoubtedly result in an 
inaccurate statement which might lead management to a course 
of action diametrically opposite to the action which woul d 
have been taken if the true facts were known. 
D. The Contribution Plan. 
The Contribution Plan is a reatively new concept. 
It was first introduced to the members of t he National Retail 
Dry Goods Association by the late Carlos B. Clark of the 
J. L. Hudson Company, Detroit, in January, 1934. "The basic 
principle of the Contribution plan is to measure the worth 
of each (selling) de partment by the results obtained after 
charging to the department only those expenses which are in-
curred by the operation of that department."* The sum total 
of the contributions of all selling departments gives the 
amount v'lb. ich when reduced by the amount necessary to defray 
the costs incurred by general management aonstitutes the net 
profit or loss for the store. This plan has many features to 
*5, p. 123 
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reeommend it. First, it is quickly prepared and easily under-
stood. Secondly, it eharges to the buyer only those expenses 
over which he has direct responsibility and thereby has the 
psychological advantage of making the buyer more expense con-
scious than he might be when expenses for which he is responsi.. ble 
are merged with expenses over which he had no control. Thirdly, 
it eliminates the possibility of eoncverting otherwise accurate 
~igures into an inaccurate picture by the introduction of 
poorly prorated indirect , charges. 
E. The Adoption of Plan by an Individual Store. 
Whether a store adopts the Net Profit Plan or the 
Contribution Plan is, of course, a matter of choice by that 
store. The principle factors a~fecting this decision are 
(1) the size of the store, (2) the anount o~ expense management 
is willing and able to incur to determine the performance of 
the indi vid.ual selling departments, ( 3) the pr oced.ure adopted 
by stores of similar size and merchandising policies, and 
{4) the opinion of top management as to . whether the results of 
the Net Profit Plan, even when obtained by the most exacting 
means possible, are sufficiently accurate and revealing to 
warrant the time and expense involved to obtain them. It 
should also be pointed out that the two plans are not completely 
divergent in that under both plans the first consideration 
is to charge all possible expenses directly to the selling 
departments. The Contribution Pla~stops there, whereas the 
Net Profit Plan entails the proration to selling departments 
o~ all expenses not allocated direct~y on some indirect basi~. 
It is entirely possible, therefore, ~or a store to adopt both 
pl ans, and, as a matter of fact many of t he large stores have. 
F. Measuring Departmental Performance in the "A" Department 
Store. 
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The "A" De partment Store uses a Net Profit Plan . It 
constructs and present s to management Departmental Operating 
Statements monthly. An analysis o~ the ~ocedure employed in 
constructing these statements and the information contained 
therein discloses t hat the following items are charged directly 
to selling departments: 
Salespeople Payroll 
General Selling Payroll (one half of total) 
Receiving a nd Mar ki ng Payroll (one half of total) 
Buyer and Assistant Buyer Payroll 
Newspaper Advertising 
Buying Travel 
Delivery Expense 
Other Direct Expense (including such items as supplie 
purchased especially for selling 
depa rtments} 
All other expense is considered as i ndirect expense and is 
prorated to selling de partments on a per centage of s a les basis. 
A criticism of this procedure is quoted from the 
Expens e Accounting ~~nual as follows: 
"Prorati ng on the basis of s ales t hos e ex_penses 
which are not incurred by selling departments 
directly, introduces a large element of inequity 
in the determination of departmental operating 
results and produces results that may be grossly 
inaccurate."* 
It is difficult to defend the use of sales as a basis of 
prorating many indirect expense items on any grounds except 
its simplicity. Since accuracy rather than simplicity is 
the ultimate aim, this defense is entirely untenable. For 
example, consider the element of rent, a large indirect expense, 
as it ap plies to two such departments as Jewelry and Furniture. 
The sales of these two departments may be the same dollarwise, 
ar:d hence by prorating rent by sales volume, the charge to 
each department would be fo r the same amount. The Jewelry 
Departme nt, however, may occupy a single counter, whereas the 
Furniture Department may be assigned an entire floor. Even 
when we consider the relative value per s quare foot of f loor 
space occupied by t he res pective de partments considerable in-
equalfuy exists. This ine quitable rent a l charge mi ght very 
well be suff iciently large in itself to distort otherwise si g-
nificant fi gures. 
A consideration of tbe factors enumerated above 
leads to the conclusion that the "A" De partment s tore would 
~rovide more significant figures relative to departmental 
experience by the adoption of the Contribution Plan than is 
*5, p. 113 
presently provided. It was previously stated that this store 
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by sales volume is categorized as a "large n store. However, 
it is in the lower bracket of this category and is not 
sufficiently large to support the top-heavy accounting staff 
necessary to perform the exacting task of determining true 
departmental net profit. This store's most prominent mer-
chandising policy is to offer goods at a rela tively low 
. mark-up to middle and lower class shoppers. Any additional 
overhead costs incurred to refine departmental net profit does 
not appear to be warranted in view of this policy. Further 
supp orting this view is a tendency in the department store 
field away from the Net Profit Plan in favor of the Contribution 
Plan as evidenced by the f a ct t.ba t the "Departmenta l Merchan-
dising and Operating Resultsn published by the Controllers 
Congress of the National Retail Dry Goods Association ha s 
not published departmental net profit data since 1945 and 
not by size of store since 1942. With this in mind . 
Kenneth P . 1mges makes the follovnng observation:-
nwhat action can management t ake based on figures 
as to departmental net profit? It is possible to 
compare the net profit of a department wi th th.a t 
of the previous year or with tha t of othe r depart-
ments in the store. If management turns to out-
side sources of comparison, such as the M. · 0. R., 
t he re are no departmental figures of net profit 
available. Instead, only gross margin and a few 
direct expenses can be compared. If it is decided 
*8, p. 16 
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that the net prof it of a department is too low, 
does management attack the expense of the sales audit-
ing department, or receiving and marking, or the 
adjustment office? Indeed not! Management will 
study gross margin, selling cost, a dvertising , and 
othe r direct expenses. Why then should time and 
money be s pent developing accounting information 
in the form of departmental net profit when this 
information cannot become the basis of making 
dec is ions? 11* 
Chapter I!I _ 
Determination of Departmental Gross Margin 
A. Elements Involved in Determining Gross !~rgin. 
Gross margin or merchandising profit, as it is 
sometimes referred to, is the diffe r ence between net sales 
and total merchandise costs. It a ppears essential to con~ 
sider the composition of gross margin in this discus s ion of 
expenses since many of the elements which enter into the 
computation of total mercha ndise cos ts are akin to and operate 
similar to expense items. Total merchandise costs may be 
defined as the sum of three factors:-
(1) Purchases of merchandise ·at net cost delivered 
at the store or warehouse, that is, after cash 
discounts ear ned have been deducted and after in-
ward freight, express and truckage have been added. 
(2) The difference in merchandise i nvent ories at 
the beginning and end of the period. 
(3) Alteration and workroom net costs.* 
Included in these factors are losses incident to doing busi ness, 
losses that may be attributable to such causes as shoplifting , 
breakages of merchandise in stock, allowances to customers on 
defective merchandise, and impaired salability of merchandise 
due to f luctuati ng public demand. ** How these factors are 
calculated and recorded will be the subject of t h is chapter. 
*7, P• 64-65 
**1, p. 351 
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B. Classes of Selling J)e;partmepts. 
In most large department stores there are three 
different types of selling departments - (1} owned retail 
departments, (2) owned cost departments and (3) leased 
departments. Since owned retail departments a.re by far the 
largest category and those which present the problems 
representative of retail accounting this discussion will be 
confined to departments of that type. 
c. The Retail Inventory Method. 
In discussing the composition of total merchan-
dise costs for an owned retail department it is first essen-
tial to consider an accounting device peculiar to retail 
accounting - the retail inventory method. This method haa 
several advantages over the cost method, principal among 
which are (1) it eliminates the costing out of each sale 
which would be a tremendous ta<S.k in view of the multi tude 
of de partment store sales. (2) the taking of inventories 
at retail figures is much simpler than the taking thereof at 
cost prices, (3) it eliminates the necessity of recording 
cost prices on merchandise, (4) the depreciation of inven-
tor,jl" , values, caused by decline of selling prices, is ob-
ta i ned automatically, as soon as retail prices are reduced, 
(5} it shows the effect of mark-downs on profits, (6) it 
affords a basis for insurance coverage and settlements and 
(7) it is well suited to a trade in which executives think 
mainly in terms of retail figure s rather t han cost.* 
*3, P• 49-50 
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stated in its simples~ terms, the retail method re-
quires tr~t merchandise records be kept at both cost and retail. 
To an opening inventory which is recorded at both cost and 
retail are added all purchases at invoice cost plus trans-
portation charges and at selling prices as determined by the 
buyer. Any transfers of merc4andise in or out of the depart-
ment are also recorded at both cost and sel-ling price • .Any 
adc1i tions to selling price over the originally assigned 
selling price is added to the retail figur·es. The differero e 
between retail and cost at this point is the "mark-upn in 
dollars and wben expressed as a percentage of the retail 
figure is the mark-up :percentage. Its complement is termed 
as the "cost-multiplier". From the total goods available 
for sale at retail sire deducted net sales, mark-downs, dis-
counts and stock shortages to determine the closing inventory 
at retail. This closing inventory at retail when multiplied 
by the ncost multiplier" gives the closing inventory at cost. 
Gross cost of goods sold is then determined by deducting 
the closing inventor.y at cost from the total goods available 
for sale at cost. Gross cost of goods sold is reduced by 
tbe amount of eaeh discount earned to determine net cost of 
goods sold. . Net cost of goods sold plus alteration and 
workroom costs gives the total merchandise costs and this 
figure when subtracted from net sales equals gross margin~ 
A calculation of gross margin under the retail 
method as described is illustrated as follows: 
(see next pe.ge) 
Ilin~ . No~ Cost Retail 
·-
1. Opening Inventory 70,000 110,000 
2. Purchases at Invoice Cost 150,000 270,000 
3. Transportation Charges 12,000 
4. Gross Purchases (2 & 3) 162,000 270,000 
5. Mark-Up less Mark-Up Cancellations 2,000 
6. Merchandise Available for Sale 232,000 382,000 
Cost .Multiplier = 
7. Net Sales 
8. Mar k-Downs 
9. Floor Discounts 
lO.Stock Shor~~ge 
11. Total Deductions :from Inventory 
{7 & 8 & 9 & 10) 
12.C1osing Inventory at Retail {6-11) 
13.Closing Inventory at Cost 
(170,000 X 60.73%) 103,241 
14.Gross Cost of Goods Sold {6-13) 128,759 
15.Less Cash Discounts Earned 3,000 
16. Net Cost of Goods Sold (14-15) 125,759 
17.Alteration and Workroom Costs 1,400 
18.Total Merchandise Costs (16 & 17) 127,159 
200,000 
9,000 
1,000 
2,000 
212,000 
170,000 
19.Gross Margin 72,841 
, Mark-Up 
Percent 
36.36 
40.00 
39.27 
60.73%) 
;D. Merchandise Purchases. 
The recording of merchandise purchased by selling 
departments presents no particular problem. It is, however, 
a phase of the accounting work which involves considerable 
detail. A Departmental Purchase Journal is provided for 
each selling department to which all invoices for merchandise 
purchases are posted at both cost and retail. If invoices 
include purchases for more than one department a proper 
segregation to the respective departments must be made before 
postir.g to the purchase journal. The posting should be made 
with extreme care since a :purchase charged to a wrong de part-
ment would result in a complete distortion of the fi gures for 
the two departments involved. Occasionally, apparent large 
discrepancies in physical inventories may be traceable to 
improper postings. Buyers by reference to the purchase 
journal and, through it, to the original invoice may detect 
that their department was undercharged or overcharged at the 
time of original recording. Errors in recording retail values 
will also cause distortions which may be difficult to detect. 
Because of the possibility of such -errors some stores re quire 
buyers to periodically check the purchase journal of their 
departments. 
Foreign purchases are recorded separately from 
domestic purchases. As in the recording of domestic purchases, 
care must be exercised to charge the appropriate de partment for 
the cost of the merchandise and to properly segregate the 
costs if an invoice includes purchas§s for more than one 
d~partment. The charge to the department should include 
the import duty, insurance, brokerage fees as well as 
freight and vender's price • 
.Any merchandise manufactured for sale in the work-
rooms of a store should be charged to the selling department 
involved at both cost and retail. Cost should be determined 
by the best means :possible and should be based on actual costs 
compiled in the workroom. If a workroom manufactures goods 
for but one selling department, this problem is considerably 
simplified, but if goods are made for more than one selling 
department :proration should be accomplished to derive the 
cost fi gures to be charged to eaah department. Selling 
prices of such goods may be assigned by t he workroom or by 
the buyer of the selling department. 
Another important consideration is the :proper con-
trol of interdepartmental transfer of merchandise. When 
merchandise is transferred between departments the records 
of both departments must be :properly adjusted so that the 
gross margins of both departments will not be distorted. 
E. Freight-In. 
By far the largest percentage of merchandise :pur-
chases of the department store are made F.O.B. factory. In 
the "A" Department Store ninety-nine percent of the :purchases 
are made on these terms. Many stores. have a traffic manager 
whose :principal fUnction it is to determine the routing of 
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merchandise shipments. If, as in the nAn Department Store, 
there is no such officer the routing of large shipments is 
determined by the buyer and the routing of small shipments 
is left to the discretion of t h e manufacturer. The only 
problem, accounting-wise, of recording frei ght-in charges is 
when shipments of merchandise for more than one department 
are included on the same invoice. Under such circumstances 
it is essential tha t the frei ght charge applicable to each 
department be determined in accordance with the basis on 
which the freight -· charge was calculated and an appropriate 
charge made to each department. 
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F. Initial Mark-Up, Additional Mark-Up, and Mark-Up Cancellations. 
The difference between the billed cost price of mer-
chandis e (without consi dering cash discounts) and t he ori ginal 
retail price assigned to the merchandise when it is placed in 
stock is termed as the "initial mark-upn or nmark-onn. It 
sometimes hap pens that after goods are placed in stock up-
ward revisions are made in the original retail ·prices. Such 
revisions are termed "additional mark-ups" or "additional 
mark-ons". Ada.i tional mark-ups are added to the total merchan-
dise handled a t retail and hence enter into the calculation of 
gross mark-up as shown in the illustration earlier in this 
chapter. Additional mark-ups are relatively infre quent and are 
generally regarded as revisions of the original selling price 
assigned. If merchandise to wh~ch an addi~nal mark-up was 
applied is later reduced in price the downward revision in 
price is regarded as a mark-up cancellation if it does not 
exceed the additional mark-up. Any amount in exces s of the 
additional mark-up is handled as a mark -down.* 
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This discussion of mark-ups is in the broadest terms 
since the only purpose in dealing with it in t his consi deration 
of expense accounting is to s how that it is through mark-up t hat 
the store and its buyer will attempt to realize a sufficient 
return to cover subsequent mark-downs, discounts, stock 
shrinkages, all departmental expenses, a necessary contribution 
to overhead expense and a yield of net profit. Calcula tions 
of initial mark-up should be based on all these factors and 
yet must be tempered by what experienced merchandising exec-
utives feel that customers are willing to pay for the merchan-
dise. One fact that is obvious, however, is that the amount 
that is available for expenses is determined by the amount 
of maintained mark-up that the departments are able to earn 
and that as soon as mark-up falls, expenses must be curtailed 
if any net profit is to be realized. 
G. Sales. 
The subject of sales is a lso alien to the theme of 
this paper and is mentioned here only in its broadest' terms. 
The analysis of sales is the function of the Sales Audit · 
Section of the Accounting Department. This section is res-
ponsible for t h e analysis of sales transactions on several 
bases, principle among which are by selling depa rtment, by 
*6, p.278-283 
s~lesclerk and by type of sale • . The accounting for sales 
returns, a large item in all department stores, is also 
handled by t his section. The effect of a sa les return, 
of course, is to reduce gross sales and all the analyses 
made at the time of recoring the sale must be re duced accord-
ingly. One important fUnction of sales audit is the main-
tenance of an ade quate system of internal control which should 
be based on a series of checks and balances to see that fraud 
and defalcation are discourage d and, if possible, det ected. 
H. :Mark-downs and ],mk-down Cancellati ens . 
Perhaps no other item in the gross margin section 
of a department store operating statement is so akin to an 
expense item than is "mark-down''· This is obvious from an 
examination of the definition,purpose and application of 
mark-downs. A "mark-down" may be defined very simply as 
"a reduction from the original or previous retail price of 
a unit of mer·chandise". * Mark-downs must be made for a 
variety of reasons such as the following: 
*6, 'p.330 
(1) To move from stock remainders of job lot and 
special merchandise purchased for s pecial sales. 
(2) To move from stock merchandise of a fabric or 
quality which has not experienced favorable customer 
appeal. 
(3) To effect sales of merchandise of an undesire-
able style or pattern. 
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(4) To sell goods of a . color which has not received 
popular demand. 
(5) To eliminate from stock merchandise of an un-
balanced accumulation of sizes. 
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(6) To reduce quant i ties of stock where t he purchase . 
was made in too large a quantity. 
(7) At the time of special sales. 
(8) In connection with a policy of offering a price 
concession for quantity purchases, such a s a s pecial 
price for a dozen units. 
(9) To effect sales of broken assortments and r emnants 
of merchandise or articles which have become shopworn. 
(10) As price adjustments to meet competitors' prices 
of the same or similar merchandise. 
(11) As allowances to customers where merchandise has 
proven to be defective.* 
As stated and illustrated previously, gross mark-up percent-
ages are calculated on the relation between the total cost 
value of all merchandi s e, including opening inventory, handled 
between inventory dates and the total original retail value 
plus net mark-ups of the same merchandise. :Mar k- .downs are not 
included in this. calculation of gross mark-up percentage. The 
effect of applying the complement of the gross mark-up per-
centage so calculated to the closing inventory determined ~'Y 
reducing total merchandise handled at re~ail by sales, 
*6, p . 331-333 
!dark-downs ', discounts and shri-nkage s is to absorb all mark-
down losses in the cur rent period. If mark-downs were all~r ed 
to enter into the computat ion of mark-up and hence into the 
11 cost-multiplier 11 , the eff ect would be to absorb only that part 
of the mark- down which applied to goods sold in the current 
period and to Qharge a subsequent period with goods at an in-
ventory value equivalent to invoice cost but without any allo~ 
ance for shrinkage on unsold g oods . In short, the retail 
inventory method utilizing gross mark-up percentage rather 
than net mark-up percentage to determine closing inventory for 
statement purposes is in line with the principle of antici-
pating losses ap plicable to certain items as yet unsold in 
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order to protect a future profit margin.• It is evident, 
therefore, that by such a treatment of mark-downs it is possible 
to automatically record depreciation on merchandise and it 
is also obvious that the above listing of the causes of 
mark-downs clearly indicates that mark-downs are taken primar-
ily because merchandise has in effect a lesser mar ket value 
than was originally anticipated. 
example: 
This principal may be illustrated by the following 
If a shipment of goods purchased for $6500. and 
marked to sell at $10,000. were subse quently marked-
down $1,000. and goods were sold to the extent of 
$5,000. the value of the closing inventory under tbe 
*9, p . 501-502 
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t wo methods would be calcula ted as follows: 
Cost Revi sed Cost Closing 
Goods Handled Multiplier Markdown Multiplier Inventory 
Cost Retail Cost Retail 
-
---
a. $6500 $10,000 65% $1000 72.2% $2888 $40 00 
b. ';> 6500 $10,000 65% $1000 65% $2600 $4000 
Difference in cost calculation of closing inventory $ 288 
Under method (a) the new period would be charged 
with goods at a value $288. more than under method 
(b). The mark-down of ~1,000. was talcen because 
of reduced salability of the goods and the cost 
equiva lent of the mark-down is equal to 65% of 
$1,000. or $650• Under method (a) only $362. of 
this reduction is charged to the current period 
since only five-ninths of the goods were sold 
during the period. The other $288. is included in 
the increased valuation of the closing inventory. 
Method (b) effects a charge of the entire reduction 
to the current period."* 
When the price of merchandise previously mar ked-
down is inc r'eased, any increase up to the original retai 1 price 
is handled as a mark-down cancellation and is a pplied against 
gross mark-downs to determine the net mark-downs. 
The accounting for mar k-downs is not a difficult task 
since no problem exists in charging it ~o t h e department concerned. 
All mark-downs and mark-down cancellations should be promptly 
*1, p.370-372 
reported and recorded so that boo·k inventories will be in 
agreement with actual retail stock inventory. Genera lly 
mark-downs are classi~ied not only by department bu~ by 
causes, merchandise classification and manufacturers as well 
to serve as a basis of study by buyers in an effort to reduce 
future rmrk-downs. 
I. Floor Discounts. 
"Floor discounts" is the account title under which 
discounts allowed to employees are recorded. As illustrated 
previously the effect of floor disc ounts is the same as t hat 
of mark-downs - namely, an increase to cost of g oods sold. 
The "A" De partment Store has very recently eliminated this 
ace ou.nt and now charges mark-downs and "floor discounts" to one 
account, "mark-downs and floor discounts". It does not a ppear 
that suoh a combination is desirable since mark-downs are 
recorded due to decr ease of salability of merchandise or as 
price policy whereas floor discounts are a matter of personnel 
policy. 
Records must be kept o:f all "floor discount" pur-
chases, the amount o :f such discount being stated as well as 
the name of the employee purchaser and a description of the 
article purchased. The amount of the discount is charged 
directly to the department selling the merchandise. It must 
be recognized that charging "floor discounts" to se l ling 
departments will cause some distortion in comparing depart-
mental operating results since employee purchases will not 
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be uniformly spread among selling. departments due to the fa~ 
that some articles are more popular with employees than others. 
Some ~~iters have expressed the thought that since employee 
discounts are a personnel policy and allowed a s a morale factor, 
such d.i scounts should be charged to the department employing 
the employ~e-purchaser rather t han the selling department. 
Such treatment does not ap~ear to warrant the additional work 
involved in so alloaating · such charges. 
Employee purchases are a phase of operation that re-
quires considerable attention since the possibilities of fraud 
are always present. Sales slips for such purchases re quire 
c.areful scrutiny if losses by this means are to be avoided. 
~. Stock Shortages. 
Most department stores take physical inventory only 
once or twice a year. When the physical inventory is taken 
anc~ compared with the book stock figure for the same date, a 
shortage is usually indicated. The amount of the shortage can 
only be determined when physical inventory figures are avail-
able, but in preparing monthly operating statements a recogni-
tion of an expected shortage for the period being considered 
should not be overlooked. In most stores, past experience 
will indicate the amount which should be provided for in each 
department to provide for tbis anticipated loss and this is 
generally calculated as a percentage of sales. This allowance 
is usually termed a "shrinkage allowance" and is handled in 
exactly the same manner as a mark-down. When physical 
~nventories are taken the shrinkage allowance shculd be added 
back statistically in order to obtain a book inventory without 
shrinkage to be compared with the results of the physical in-
ventory. The difference between the shortage experienced and 
the p rovisions made will be a charge or credit to cost of sales 
depending on whether the actual shortage is more or less t han 
the provision made. 
E. Closing Inventory. 
The method of computing the "cost" of the closing 
inventory by the retail method has already been covered. It 
has been stated that the retail inventory method of handling 
mark-downs produces a closi~ inventory which is in keeping with 
the idea of "conservatism" in that the figure at which it is 
recorded is not an approximation of invoice costs but pre-
sumably is closer to 11replacement" costs. Taxwise, this me thod 
is acceptable provided it is consistently followed. The ttcost" 
produced by the retail method may still be .viewed by experienced 
merchandising men as too high for conservatism on the basis 
that it includes no p rovision for future mark-downs and ex-
perience dictates that future mark-downs will be taken. Such 
retailers, therefore, also make a provision for future mark-
downs and ap ply it to the closing inventory. This practice, 
thou~h undoubtedly sound, is not acceptable for income tax 
purposes. An examination of the time-series of major expense 
and similar items provided in the Appendix disc l oses a large 
mark-down figu.re each December in the "A" Department Store 
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which undoubtedly re~lects a conservative point of view of its 
management in valuing closing inventory. 
L. Cash Discounts Earned. 
The cash discount figure to be used to reduce gross 
cost of goods sold to net cost of goods sold must be computed 
since the ap proximate cash discount which was allowed on mer-
chandise still in steele should be considered as unearned dis-
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count and set up against the closing inventory w~h is being 
carried on a gross cost basis. The merchandise purchases are 
recorded at invoice cost without deducting cash discounts, hence 
the closing inventory determined by the retail method wi 11 also 
be on a gross cost basis. If this unearned discount is dis-
regarded the effect would be to over-value thenet inventory 
cost and to over-state gross margin in some periods and under-
state it in others. The formulas used to calculate unearned 
discount and earned discount are as follows: 
Beginning 
Bal. o"f 
Unearned 
Discount 
& 
Tot.BI Merchandise 
Handled at Cost 
Beginning 
Bal. of 
Unearned 
Dis count 
Discounts 
Allowed. 
During 
Period 
Discounts 
Allowed 
furing 
Period 
X 
Ending 
Inventory 
At 
Cost 
Ending 
Bal. o"f 
Unearned 
Discounts 
• 
Bal. of 
Unearned 
Discount 
Discounts* 
Earned 
During 
Period 
Another principle which should be observed in order 
*5, p. 97 
4'7 
to make comparisons between departments ~ore significant is · 
that all cash discounts allowed should be include d in the above 
calculations whether or not they were actually taken. Buyers 
should be given credit for obtaining favorable discount terms 
even though store financiers may not be in a position to avail 
themselves of them. Discounts lost should be charged to a 
separate account under "Other Deductions" on the store's Income 
Statement. 
Anticipations should be handled in the same manner 
as cash discounts. 
M. Alteration and Workroom Costs. 
"There are many disbursements made or charg es in-
curred in a retail store for items which, although apparently 
I 
expenses of ope r ation, are in reality, elements affecting the 
cost of goods sold and the gross margin of certain departments."* 
For example, the "A" Department Store p rovides the following 
services by workroom personnel: 
(1) Services rendered to the Furniture Department 
such as polish ing furniture before delivery 
and certain minor repairs to fUrniture. 
(2) Alteration of suits for the Clothing Department. 
(3) Cutting an d bin:lin g oriental rugs for the 
Oriental Rug Department 
Such services are provided primarily to assist in completing 
sales of merchandise in the serviced selli ng de partments. Some 
services are charged to customers at ·a nominal charge whereas 
*5, p.85 
:t.>or others no direct oharge is- made. The main expenses in- v 
curr ed by the workrooms are for payroll and supplies. Once 
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again the question arises as to the adviseability of prorating 
overhead expenses to departments and workrooms and again the 
answer must be based on the circumstances. I:t.> the Net Pro:t.>it 
Plan is being used :t.>or the selling departments, an amount of 
indirect occupancy expense should be prorated to the workroan. 
I:t.> the store is using the Contribution Plan :t.>or measuring 
selling department contributions to total overhead, no 
occupancy charge would be prorated to the workroom. The 
principal problem presented by workrooms is a fair a pportion-
ment of the expense incurred to the selling departments serviced. 
The method adopted should be determined by a complete study 
o:r the actual cost of services rendered to each department. 
Generally, i:t.> the Contribution Plan is being used, the expense 
of supplies can be allocated directly since the supplies will 
be o:r di:t.>:t.>erent types. It would a ppear that the most equitable 
method of charging payroll would be on a basis o:r time spent 
:t.>or the benefit o:r each de partment. If the Net Profit Plan is 
adopted, the best basis would appear to be on a per piece 
rate. Regardless of the method o:r accumulating the e:xpenses 
and chargi~ them to selling departments, there is general 
acceptance of the fact that amounts received from customers 
:t.>or services performed by workrooms be cr edited against the 
charge o:r workroom expense to the selling department involved 
and excluded from sales. 
~r. Gro as :rvra.rgin. 
The purpose of the preceding paragraphs has been 
to explain the derivation of gross margin on a selling depart-
ment scale. It will be seen by consideration of the factors 
which enter into the cal culation of gross margin t hat it 
might well be and often has been described as "maintained 
mark-up". The buyer in assigning his original retail prices 
has considered what he desires to receive for his merchan-
dise and he must consider in assigning these prices all ex-
penses that must be met and t h e amount of net profit desired. 
H~f ever, the customers may not be willing to pay t he assigned 
prices and other f actors must be considered which will cause 
the r eturn to be less than the mark-up would indicate, so 
that in the final analysis a buyer's ability and his de part-
ment's performance wi 11 be judged not on the percentage of 
gross nark-up but on the percentage and amount of "maintained 
mark-up" or gross margin. His, and his department's per-
formance will further be judged on whether or not this main-
tained mark-up is suf ficient to cover the expenses incur-.ced 
directly by and for the department plus a fair contribution 
to all indirect expenditures incurred by management and to a 
net profit for his store. 
The subject of t he accounting treatment of these 
expenses will be covered in the suoceedirg chapter. 
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Chapter -IV 
Charging Expenses to Selling Departments 
A.. Approach. 
It was pxeviously stated that based on the circum-
stances both internal and external it would appear that the 
Contribution Plan is best suited to the needs of the "A" 
Depart~ent St~ ~or measuring the performance of its sell-
ing departments. With this in mind, the purpose of this 
chapter is to examine and analyze its major items of expense 
to determine whether or not they are primarily direct arm-
direct and if there is a significant direct element therein 
to determine a method of charging such direct expense to 
the selling departments. The gross margin as determined in 
the previous chapter would then, when reduced by the total 
direct expenses, leave the balance which would constitute the 
contribution of the selling department to the overhead-profit 
margin of the store. 
B. Payroll. 
1. Executive Payroll, Accounting Office Payroll, and 
Superintendent and General Office Payroll. 
These three payroll accounts in the Administra-
tive Function constitute a large item of expense. It 
does not appear, however, that there is any equitable 
and economical basis for charging any portion of this 
expense to selling departments-: The only fair basis for 
prorating the expense would be on the amount of time each 
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executive or employee involved s pent on services or 
problems directly related to specific selling depart-
ments. The expense involved in accumulating such d~a 
would be considerable and there is doubt, even if tbe 
effort were made, if the results would be sufficiently 
accurate to be significant. The use of sales as a 
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basis of distribution is also subject to inaccuracies 
since in many cases more time is spent by the executtves 
concerned with problems of departments with low sales 
volume than with those of high sales volume. These pay-
roll accounts, therefore, should be treated wholly as 
indire·ct or overhead expenses, even though bu- definition 
they must be~nsidered as indirect with direct components. 
2. Operating and Housekeeping Payroll and Heat 
Light and Power Payroll. 
These payroll accounts under the Occupancy 
Function are similar to the administrative' payroll 
accounts in that any attempt to prorate them would mve 
to be on some arbitrary basis that would involve a great 
deal of detail or a great deal of inaccuracy. There is 
a direct component involved but of such a nature that it 
is difficult to measure. The most suitable basis is on 
area occupied by the various selling departments, a 
basis which is difficult to establish to the satisfaction 
of all selling departments due-to aisle space, stairways, 
and the like. Reallocations of space between selling 
departments would require r~computation of percentage · 
of area occupied. It is recommended, therefore, that 
these accounts be considered pure indirect for account-
ing purposes. 
3. Advertising Payroll. 
The handling of publicity expenses in the 
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"A" Department · Store is somewhat simplified by the fact 
that there is no Sales Promotion Office established and 
that only two types of advertising media are used - news-
paper advertising and display. The amounts, therefore, 
charged to Advertising Payroll, are directly concerned 
with the function of newspaper advertising. Since news-
paper advertising is a direct expense primarily, there is 
no question but that the services of those preparing 
newspaper copy should also be treated as a direct expense 
to a large degree. This latter qualifying phrase was 
added because all newspaper advertising is not strictly 
direct. All newspaper ads of this store have large 
headings for the store name and the purpose of this pub-
licity is to benefit all departments of the store. Since 
this indirect component of an otherwise direct expense is 
significant it should be considered separately and handled 
as an indirect expense. The Advertising Payroll should 
be similarly treated - that is, separated into direct and 
indirect segments, the direct chargeable to selling depart-
ments in accordance with the news paper advertising expense 
and the indirect treated a-s overhead. 
4 Display Payroll. 
This expense is another which presents a problem 
similar to advertising payroll. It represents amounts paid 
to persom1el employed in setting up window and interior 
displays and the preparation of signs. Any payroll expense 
involved in preparing signs for a selling department shmld 
be charged to that department. Payroll expense entailed in 
preparation of signs, institutional in natur·e, is indirect. 
When interior displays for the benefit of a selling depart-
ment are prepared by display personnel, the payroll expense 
should be cP~rged direct to that selling department. Win-
dow displays cause a serious problem in regard to the dis-
tribution of their expense in tba t like newspaper advertis-
ing their purpose is not only to advertise tre specific 
articles displayed, but to draw customers inside the store 
and in this regard they introduce an indirect element. 
Despite this fact, however, it is :felt that the ex:pe me of 
display personnel should be cmrged to tb.e selling depart-
ment or departments for whose principal benefit they are 
exerting their efforts. In view of these principles, 
records should be carefully maintained so that the direct 
and indirect elements can be readily ascertained and the 
direct expense charged to the departments concerned. 
5. Buying Payroll. 
Buying Payroll is py nature a purely direct 
expense, but by ap plication under some circumstances i~ 
becomes "direct with indirect components" in that it 
may present a problem relative to its proper distribu-
tion. It is 11pure direct" and can be easily and 
accurately charged when it is the store policy to pay 
each buyer on a percentage o~ the sales volume o~ the 
articles purchased by him, or where reeardless o~ the 
method o~ compensation a buyer exclusively serves but 
one department. When these conditions do not prevail, 
however, it is necessary to prorate the compensation 
paid to a buyer to two or more selling departments. 
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Any efforts to prorate his salary or other compensa-
tions on a basis of time spent for each department 
appears too unrealistic a method to warrant serious 
consideration. For one thing a buyer's worth to a sell-
i~ department should be measured by results obtained 
rather than by time s pent. A more significant procedure, 
there fore, would appear to be on a basis of the percent-
age of purchases a buyer makes for the departments he 
serves. For example, if a buyer does all the buying for 
three departments his compensation would be divided 
equally between these departments. This method presents 
a complication when more than one buyer purchases for a 
particular department, which frequently happens. In 
such circumstances, it is necessary to set up a control 
of the purchases ~or each department to show the buyers 
name and the amount of the purchases made and the per- ' 
centage of tot a l purchases made by each buyer. At the 
end of a month such a record might appear as follows: 
Buler 
A 
B 
c 
Buyer 
A 
B 
Buyer 
A 
Department 1 
Amount of Purchases Percentas;e of Total 
$ 500 10% 
2000 401& 
2500 50% 
Department 2 
Amount of Purchases 
$ 1000 
1000 
Percentage of Total 
50% 
50% 
De partment 3 
Amount of Purchases 
$ 1200 
Percentage of Total 
100% 
The monthly compensation paid to buyers A, B, and C are 
as follows: 
A- $800.00 
B - $720.00 
c - $600.00 
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The allocation of these amounts through a buyers' :payroll 
distribution work-shee t to the selling departments would 
be as follows: 
Buyer A 
Step 1. Add the percentage for all departments for which 
Buyer A made purchases: 
10% of J)e:pt_. 1 
50% of Dept. 2 
lOOtt~ of ~ Dept. 3 
Step 2. ])ivide the compensation :paid to the buyer by the 
total :percentage: 
~~~- = $5.00 :per 1% of department's purchases 
Distribute the salary according to percent of 
department•a :purchases made: 
Dept. 1 $5.00 X 10% - $ 50.00 
-
Dept. 2 $5.00 X 50% - $250.00 
Dept. 3 $5.00 XlOO%= $500.00 
The distribution of tbe amount paid to Buyer B would be 
56, 
accomplished in the sane manner and would result in charg-
ing De:par tment 1 for an amount of $320.00 and Department 2 
for an amount of $400 .00. Buyer C' s :payroll expense would 
all be charged to Department 1 sine e all his purchases 
were for that department. 
Most stores have a policy of paying bonuses to 
buyers usually once eaeh year. Since this bonus is addi-
tional compensation it should also be charged to selling 
departments. URless the bDnus is paid on a basis which 
would suggest a more eQuitable means of distribution, 
the sarrs method outlined above may be used for allocating 
the bonus payments to the selling departments for which 
the buyers have made :purchases during the year. 
A fair distributipn of buying payroll is a 
very important consideration because the ratio of buy-
ing payroll to departmental gross margin and to de part-
mental contribution should be carefull examined by 
merchandise mc..mgers and top management • The buyer is 
a key-man in the departmental merchandising picture and 
favorable gross margin and overaead-profit contribution 
is usually a good measure of a buyer's ability . Hence, 
if a department is showing a good yield, a high buying 
payroll is justified for the department can afford to 
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have high-salaried buyers who are getting results. If the 
yield is low and the buying payroll expense is also rela-
tively low, management should consider whether it might 
be adviseable to increase the buying payroll expense to 
.obtain better buyers who might increase the departmental 
contribution in a greater proportion than the inc~eased 
payroll cost. Low yield and high b.lying payroll are a 
danger signal and managenent should determine t h e cause 
for the p ocr depa.rtme nt al sh ouing and if warranted 
based on such an examination should seeJc to reduce the 
relatively high buying payroll e:xpem e •. 
6. Miscellaneous Merchandise Payroll and Outside Buying 
Office Payroll. 
These accounts represent amounts paid to mer-
chandise managers and their sta ffs and to outside buy ing 
office employees. They are of a nature which might be 
termed indirect with a large direct component. Once 
again, however, the measure.lll3nt of tbe ir contribution 
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to selling departments is difficult to determine in view 
of the various services performed. Since the principal 
aim of the Contribution Plan is to charge to selling 
departments only those items which are to some extent, 
at least, cent rollable by the buyer and to reduce to a 
minimum any distortion caused by arbitrary bases of pro-
ration, it is suggested that these payroll accounts be 
treated as indirect in the same manner as Executive Office 
and Accounting Office Payroll were treated. If t he facts 
of an individual store, however, were of such a m ture 
tba t an equitable basis was indicated, then these payroll 
accounts should be treated as direct. 
7. Receiving and Marlcing Payroll. 
Before considering the treatment o:f thjs expense 
item it is necessary to describe the receiving and mark-
ing .P rocedure in effect in t h e "A" Department Stare. In 
this store there are four receiving rooms where all in-
coming shipments are handled. The shipments are distri-
buted to the various departments, each department having 
its own receiving and marking clerks. No marking is done 
in the receiving rooms. The department recei vir.g and 
marking clerks open the stocks, mark the assigned selling 
prices on the merchandise and arr~nge the articles on the 
shelves, racks or counters. The store maintains a ware-
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house for storing furniture snipments, but all other 
shipments corra direct from the n::anufacturer or wholesaler 
to the receiving rooms within the store. 
In view of this procedure, the receiving and 
rmrking payroll should be separated into two accounts -
one for the payroll expense of employees in the receiving 
rooms which because of the di f:ficulty of prorating 
equitably shculd be treated as indirect, and one for the 
receiving and marking clerks in the departrrants which 
would be purely direct. If the practice of temporarily 
reassigning receiving and marking clerks or temporarily 
assigning employees of other classifications is followed, 
because of the irregularity of incoming shipments, ade-
quate records should be maintained to provide for each 
period the total number of hours worked by employees 
engaged in receiving and marking goods for each depart-
ment and the hourly rate of each. 
8. Salespeople Payroll. 
Salespeople payroll is one of the largest 
direct expenses in the department store. It consists of 
wages and other compensation paid to sales clerks 
actually engaged in selling behind the counters. The 
prime requirement with regard to this expense i tern in 
order to distribute it properly is the maintenance of 
adequate records o:f the amount o~ time each sales-clerk 
or other type of employee en gaged in selling has spent 
with each selling department. If the method of compen- , 
sating sales-clerks is by straight comrnission, no problem 
is encountered since the compensation paid will be a per-
centage of sales and sales-slips will afford all the nec-
essary information to properly allocate the payroll ex-
pense to selling departments. If, as is t he more usual 
case, a sala r y is involved, then it is necessa r y to know 
how much of the salary is chargeable to each department 
on the basis of time spent in each department. When a 
sales-clerk has only worked in one department the allo-
cation is simple and accurate. In most department stores, 
however, seasonal demand, s pecial sales and t he like 
require a fre quent shifting of sales-help to care for the 
varying activity in different departments and also for 
t he employment of clerical and other types of personnel 
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to assist in actual selling. To provide the needed informa-
tion the "A" Department Store provides time-clocks thrru. gh 
which a record is made of the time spent by sales-clerks . 
for the different selling departments. The Assistant Stom 
Superintendent is directly in charge of sales-cle rks and 
he controls t he inter-departmenta l shifting of selling 
people. 
Bonuses and vacation (!>aY pose a problem as to 
proper allocation due also to the shifting of sales help. 
However, if ade Quate recorQs have been maintained as out-
lined in t he p receding paragraph, a fair apportionment 
of this expense may be accomplished without too much 
add.i tional work. 
9.General Selling Payroll. 
This account includes amounts paid to floor 
managers, cashiers, bundle-clerks and stock clerks. The 
expense by nature is indirect wi th direct components and 
to allocate the direct element would entail considerable 
detail and voluminous records of time spent or items 
handled. To avoid distortion in departmental contri bu-
tion statements it appears best t o consider this expense 
as indirect and general overhead. 
G. Rent. 
Rent ordinarily is a :purely indirect ex pense and one 
very di ffieult to distribute to departments and functions on 
an equitable basis. To use only space occupied is obviously 
inc arrect since it must be recognized that various locations 
within t he store differ in relative value. But t he q_uesti on 
is, how much? 1tt. A. W; Wr ay on this :point stated in a 
speech at the Convention of the Controllers' Congress in 
June, 1950: 
"I defy any person present to tell me beyond a shadow 
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of a doubt, how rental in his ~ore should be apportioned. 
How much of the rental should be allocated to t h e main 
floor? How much to the second floor, etc.? In order 
to carry this one step :further is i t not true t hat if 
we should decide, for exa mple, to charge t h e main floor 
with 25% of t he rent, that certain loca tions on t he 
main flo0r are much more _ valuable than other locations . 
on tba t same floor?"* 
Furthermore, tbe buyer of the department has no say in the 
amount of rent management agrees to pay and hence no control 
over this expenditure. For t hese reasons it appear s most 
equitable to exclude rent from the departmental contribution 
statement and handle it as overhead. 
When the lease calls for a fixed rental plus a 
percentage of sales there is a definite direct component in-
volved. At first glance it would seem appropriate to charge 
departments with the direct component which could be very 
easily determined. However, this treatment appears ine quitable 
also. The buyers did not enter into the rental agreement 
nor is it their decision as to what location and how much s pace 
will be allocated to their department or departments. The 
only control the buyer could exercise is to reduce the depart-
ment's sales volume and that certainly is not the desired 
action. The arrangement of de par tments in a store should be a 
prime consideration of to p mana gement with the aim of providing 
the best over-all store lay-out possible in orde r to get the 
biggest sales volume for the store as a whole. It is true that 
high sales volume for a department is an indication of the 
value o f the space occupied and if the entire rental charge 
was on a percentage of sales there would be some justifi cation 
for distributing the expen se to departments, but even then, 
*10, p . 32 
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what o~ the space occupied by non-selling fUnctions? In 
summary, therefore, it is felt that re gardless of the rental 
agreement, rent should be considered as a purely indi r ect 
and overhead expense.* 
D. Advertising . 
The advertisirJg expenditure for the "A" Department 
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Store consists only o~ newspaper advertising. The Advertising 
Manager is responsible for the lay-out of each ad but buyers 
fre quently mru{e suggestions in reference to the material pre-
pared for t heir departments. The Merchandise Hanagers determine 
the amount to be sp ent for advertising and have final authorit y 
in determining tbe allocation to the various departments. 
It bas been mentioned previcusly t hat advertising 
expenditures are primarily direct and constitute a very large 
direct expense, but t h at they include an indirect component 
which must be kept separate as a part of overhead. This 
does not ) resent much additional accounting work since the 
newspaper charge is on a space basis and it is only n ecessary 
to determine the cost of the space occupied by each depart-
ment and charge the cost according~y. Other expenses of 
*Daring most o~ the period for which figures were examined 
the "A" Dep:trtment Store rented the store premises under a 
lease calling ~or a minimum rental charge plus a percentage 
of sales over a minimum sales volume. Recently the build-
ing was purchased by the store but since so few figures 
were available it was decided to ami t any reference to the 
treatment under tbe new arrangements in the text of this 
paper. Since the recommendation is to treat rent as over-
head, the same treatment would be made of depreciation 
charges. 
~he adver tising department - such as payroll, supplies, travel 
and the like should be charged in like p ro portion. 
In the interest of consistency among departmental 
contribution stateme nts one ot her f a ctor should be menti oned. 
I t is fre quently the policy to advertise articles of popular 
appeal which will be sold at a very small profit or even at 
a loss in order to attract customers to the store with the 
expectation that they will buy other articles offered at 
normal mark-up . If this policy is followed any adverti sing 
expense involved in pub~icizing these so-ca lled nloss-
leaders" warrants s pecial consideration. It is logica l to 
assume t ha t other a rticles in the s ame de partme nt as the 
64 
"loss -leadern will be in a better position to attract 
customers comil'.\?; to purchas e the nloss-lea der" than wi l l be 
merchandise in other de partment s and that merchandis e re mote 
fro m the "loss-leadern will not benefit as much as merc han-
dise relativ ely close to t he "loss -leader 11 • When we consider 
the diff iculty of measuring such benefit it seems that t he 
most consistent treat ment would be to charge t he 11los s -leader 11 
advertising cost to overhead i n t h e s ame manner as i f it were 
purely institutional advertising. 
E. Taxes. 
The tax accounts include t axes levied by the 
national, state, county an d city (exce pt Federa l Income Tax), 
payroll taxes, taxes on f i xtures a nd e qui pment and taxes paid 
for out sid e buyi ng off ices. 
Payroll taxes should be _considered in the same 
light as the payroll with which they are associated and hence 
will be both direct and indirect as wer-e the various :payroll 
expenses. 
If a record is maintained of the turniture and 
fixtures by department it would be :p ossible to e~locate part 
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of this ex pense to selling depa rtments with reas onable accuracy. 
However, there app ears to be little advantag e to such a treat-
ment to justify the allocation. If we view the departmental 
contribution statement as a record of those items over which 
the buyer has control t axes on fUrniture ana fixtures has no 
:place th erein. Treating this tax ex pense as overhead would 
a ppear to be a better course. 
The tax levied on outside buying off ices should 
be treated as indirect f or the same reason a s was :payroll 
far outside buying off ices. All other taxes should also be 
treated as overhea d expense. 
F. Interest. 
"The natura l division Int erest is peculiar in t hat 
no actual money paid out as intere s t is charged her e •..••• 
The interest clmrged to Operating EXpense is a purely 
statistical figure, computed on the tot a l current valua tion 
of merchandise and ~ixed assets (the current rate used is 
4%) •••••• The purpose of this statistica l char ge to Interest, 
as it applies to real estate, is to place the fi gures for 
stores havir.g owned premises an d f or. stores having leased 
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p~emises on a more equal footing for ~omparison ••• Stores in · 
owned -pr emises (if they do not set up an ex pense charge as 
equivalent to rent), are able to mruce a strikingly better show-
ing in total expense and profit earned, \nthout being in fa ct 
any more eff'icient or successful than stores in rented premises. 
The interest char ged on Cos t of Merchandise res ts on a differ-
ent ba sis. It is intended to provide for the eff ect (though 
not ap~arent) produced on operating cost by the difference in 
rate of merchandise turnover •••.•• The ~ue of requiri ng the 
merchandise investment to carry an interest charge is that 
there is t hus provided a more accurate means of measuring and 
com~aring the operating cost of high-turnover and low-turnover 
stores. 11 * 
Any interest charged on real estate or fixed assets 
is defi n itely in the same category as rent or property taxes 
and hence for the reasons already outlined should be treated 
as overhead expense. 
Interest charged on cost of merchandise is more 
nearly a direct expense and could easily be allocated to sell-
ing departments. However, there seems to be little reason to 
do so. It is not an actual expense to start with, though there 
is good justification for sh~;ing the loss of interest on owned 
capital invested in the business. The real reason for suggest-
ing its exclusion is t hat the information desired can be obtained 
*1, pp. 426 - 428 
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~y other means and :for this reaso)l there seems no good reas.on 
for adding this item. The turnover rate can easily be ob-
tained from t he net sales and i nventory figures already sho\vn 
on the statement. Furthermore , if a buyer is car:r·ying ex-
cessive inventory this fact will invariably be shown by a large 
mark-down figure on his de partmental contribution statement. 
The es s ence of good merchandising is to have a balanced stock 
of desirable merchandise and excessive or unbalanced stocks 
sooner or later will require mark-downs to move them out. 
This is especially true of style or seasonal merchandise but it 
is also true of staple goods. To burden the contribution 
state ment \nth an interest charge does not appear, therefore, 
to add anything that cannot be determined by its exclusion. 
G. Supplies. 
1. Supplies in Administrative and Uccupancy Sub-Functions. 
All supplies charged to administrative and 
occupancy sub-functions are similar in nature to the ad-
ministrative and occupancy payroll accounts a nd should be 
considered indirect and excluded from departmental state-
ments. 
2. Advertising and Display Supplies. 
Advertising supplies should also be treated in 
the same manner as advertising payroll- i.e.} separated 
into direct and indirect segments in the same proportion 
as the advertisi ng expense a~d the direct component 
charged to selling departments in t h e same rati~ a s direct 
advertising expense. Display supp lies wi 11 generally be 
of such a nature tbat they -can ·be identified with indi v:i:dua l 
dis pl ays and charged in the s ame manner as the ot her ex-
penses involved i n t he d.isplay - to overhead i f i nstitution-
al and to selling departments i f for the benefit of i n-
dividual departments. A reoomoended t reat ment of display 
expenses is to treat each display on a job order cost 
s ystem, charging to the dis play all expenses of ma terials 
and labor to determine the total cost of t he dis play. 
This total cost should t hen be cha r ged to the selling 
de partments benefitted or to overhead if the dis play is 
institutional. Since no overhead or occupancy charge is 
thereby included, the cost of the display will presumably 
be less than the benefit enjoyed by t he selling depart-
ments • Some of this ine q_ui ty can be eliminated by a 
fair apportionment of wind. ow displays to t he various 
selling de partments by the merchandise managers. 
3. Buying Supplies. 
Buying supplies should. be charged direct to 
departments wherever possible and to ov erhead where any 
doubt arises as to the proper allocation. This i s not 
a large item of ex pense and a multitude of statistica l 
work should not be undertaken to refine it to the nth 
degree, since the final results will not be sufficiently 
si gnificant to justify detailed and expensive analysis. 
Some sup plies purchased for . buyers will be their very 
nature be possible to be allocated to specific de part-
ments and under such circ.umstances should be so charged. 
In brief, common sense rather than detailed analysis 
should be the _:rrime consideration in rJS.ndling this item. 
Supplies purchased for outside buying offices 
should be treated purely as indirect. 
4. Receiving and Marking Supplies. 
In view of the receiving and mo.rking IF oc.edure 
outlined previously, it will generally be :possible to 
charge the expense of receiving and marking supplies 
direct to selling departments. Once again, however, 
the size of the expense should be taken into consi dera-
tion with the result that it is obvious that but slight 
distortion, if any , is introduced by charging to over-
head questionable receiving and marking supply items. 
Since the ultimate objective is to produce significant 
statements of de partmental contribution and not to come 
out vnth a zero balance of undistributed expense, a 
dis proportionate a mcunt of time and ex -pense should not 
be expended on relatively insignificant items. 
5. Selling Supplies. 
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Selling supplies fall into two main categories, 
salesperson's sup pli es such as sales books, pencils and 
the like and packing and wrapping suppli es. This cate-
gory of supplies is cons iderably larger than the other 
supply expenses and warrarts more serious cor..sideration 
relative to an equitable basis of distribution. Sales-
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persons sup;Jlies can be fairly. accurately a pportioned. by. 
maintaining a record. of t he supplies used by the individual 
selli~~ de partments. Packing and wrapping supplies pre-
sent a more complicated problem since the best basis of 
di stri buti on oo uld be on a per :package cost basis and such 
a procedure wottid be involved and costly. The problem is 
somewhat simplified, however, in that wrapping desks 
service only a limi ted number of departments and if pack-
ing and wrapping sup plies are charged to these de sks, the 
subse quent further allocation to de partments serviced may 
be done with a fair degree of accuracy based on sample 
studies. Any s pecial supplies used by one de partment only 
can accurately be c.b.arged to that de partment. iUJ.y eharges 
made to customers for s pecial wrappings should be ex-
cluded from sales and handled as a reduction in the wrap-
:PU!g s u pply expense of the de partment involved. 
H. Se r vices Purchased. 
"The natural division HServices Purchased" is to be confined 
to three t ypes of service: 
(a) The purchase of cleaning service in connection wi th 
opera ti ng and housekeeping. 
(b) The purchase of light, heat and power. 
(c) The purchase of delivery service from outside a gencies."* 
The first two of these should be considered indirect due to the 
*5, p. 12 
diff iculty t hat would be exp eri~nced in malcing a f air di stri- ~ 
bution de partme nt ally but principally due to t he fact t hat t hey 
are it ems over which t he puyers exercise little or no cont r ol. 
Delivery service can pose a very s erious problem of 
distribution i n some store s t hat provi de deliver y service for 
a multi t u de of dep~rtments, that also ·provide pick-up service 
on articles bei ng returne d and t bat use t hei r own deliver~· 
equipment as wel l a s or instead of pu r chasing delivery service. 
The "A" De partment Store does not have this problem. A 
custome r delivery service i s provided for bulky articles but 
all delivery service is purchased from outside agencies. 
Practical ly all of t h is delivery service is provided for pur-
chases made in the Furniture and Rug Departments. A cmrge 
is made f or such delivery , but genera lly at an a mount less 
than t he cost. The charge to customers should be considered 
a reduction of delivery ~harge to be credited to the depart-
ment ID~king t he sale. Invoices from delivery agencies should 
be carefully examined to determine to whic h de partment or 
departments t he charge should be allocate d . If more t han one 
department is involved, the total charge must be allocated 
to the respective de partments, using, if possible, t h e same 
basis of di s tribution as wa s used by the delivery agency in 
calcula ting the amount of charge. In stores where delivery 
is })rovided for a great many de-partments an d owned equipment 
is used a decision must be made as to whether such expense is 
to be treated as direct or indirect. This decision shmld be 
b1ased on {1) the magnitude of the delivery service expense, 
(2) the accounting expens e involved in distributing the item, 
(3) the accuracy of t he final results and (4) whether or not 
the exclusion of the expense from the departmental re ports 
would alter the contribution results a ppreciably. 
I. Unclassified Expense. 
TTin designing the clas sification ;plan, a separate 
natural division has been set up for each type of ex pense 
occuring consistently, and in sufficient volume to be im-
portant, and all remaining items have been accumulated in 
one division (Unclassified). In determining what should be 
charged to this natural division, one simple rule applies: 
When an item of expense does not fit under any natural divi-
sion, char ge it to Unclassified."* The ;princ i pal i terns common-
ly found under Unclas s ified are bad debts, donations, sub-
sc:r·iptions, membership fees, cashiers' shortages and the cost 
value of merchandise los ses and da r:cages if caused by a service 
dep axtment such as :pac1cing an:l w:u.ap:p ing or by the deli very 
department or agency. 
Generally speaking , it will be best to consider 
Unclas si :fie d E:xp ens es as indirect since by nature they are 
;principally indirect and those which are not purely i ndirect, 
by size are rela tively insignificant. Bad Debts, for example, 
are not controllable by buye r s since all credit transactions 
are ap proved b y t he Account i ng De partment and losses i ncident 
*1, p . 430 
thereto should not be reflected on departmental reports. 
Donations are purely indirect as are subscriptions to trade 
journals and magazines and membership fees in various trade 
associations. A general qualifying statement might be added, 
however, that if any items recorded a s Unclassified are de-
termined to be direct, t hey sh auld be isolated and charged 
direct to the department or de partments concerned. Such an 
item might be a di~play sign purchased from an outside agency 
for the sole benefit of one or more selling departments. 
J. Traveling. 
1. Administrative and Occupancy Travel Accounts. 
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The traveling expense accounts are similar in 
nature to the payroll accounts and for the reasons outlined 
under Administrative and Occupancy Payroll Accounts it is 
recommended that they be charged as store overhead and ex-
cluded from departmental contribution reports. 
2. Publicity Travel Accounts. 
Advertising and Display Travel expenses are rare 
and when incurred should be examined to determine the pur-
pose for the individual or group's trip. Almost without 
exce ption it will be found that the travel involve d_ is such 
that no direct benefit is attributable to one or more sell-
ing departments and that the expense should, therefore , be 
treated as overhead. 
3. Buying Travel. 
Travel expenses incurred by buyers on buying trips 
is by far the largest of the ·travel expenses and is a 
direct expense of the same class as Buying Payroll. The 
same method of charging this expense to selling depart-
ments sh ould be foll~ted as was described in detail under 
Buying Payroll. Any other travel expenses in the Buying 
Function should be reviewed as to the purpose fnr which 
they were incurred, and if directly for the benefit of 
selling departments allocated thereto in the rat io of 
benefit to the de partments participating as closely as 
possible. Travel expenses incurre d by out9ide buying 
offices should be treated as indirect. 
As regards buying tri ps to forei gn countries, 
the Exuense Accounting 1funual treats the costs exactly 
as for domestic traveling. There are impressive argu-
ments in favor of making the charge, instead~o Cost 
of Merchandise in computing the "landed cost n of import-
ed merchardise and some stores follow this practice. * 
4. Selling Travel. 
Selling Travel if incurred at all would un- . 
doubtedly be a direct expense chargeable t o t h e de part-
ment or de partments whose re })resentatives participated. 
K. Communication. 
"The natural division •communication' includes 
te~ phone rentals and tolls; tele grams, cables and radio-
gr ams and items of a similar character; and postage (except 
*1, p. 431 
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that on parcel post, which is chargeable to t he natural divi-
sion 'Service Purchased' if paid on packages sent to customers; 
or to the cost of merchand.is e, or transportation, if -p aid on 
returns of merchandise to manuf'acturers). 11 * For purposes of 
simplicity the IVIanual :further recommends that all telephone 
rentals and tolls be charged to the Admi nistrative Funclion, 
all telegram and cablegram expense be charged to the Bu ying 
Function and postage be charc ed to the .Administra-tive Function 
except postage on direct mail advertising which ~uuld be 
charged to the Publicity Function. ** 
In view of t his recommended treatment which is al-
most universally followed it is recommended that all communi-
cation expense be considered as indirect overhead expense. If 
tele phone toll calls and lettergrams and cable grams re present 
an appreciable item of expense it v~uld not be diff icult to 
charge them direct, but it is to be ex~ ected t hat t he expense 
would be spread fairly evenly among departments and if that be 
true, no particular advantage is derived from so allocating 
this exnense. 
L. Repairs. 
The Manual states that this account which is in-
cluded under the Operating and Housekee ping Sub-Function 
should be clmrged with the cost of repairs to buildings, 
furniture, fixtures and equipment. Materia ls which become an 
* 1, p. 13 
**1, p. 79 
i .ntegral part of t h e re paired i te rn are char ged direct. ~a yrol•l 
and suppli es cha r geable to repairs are cP~ rged i nitially to 
t heir own natura l di vision and t hen recharged through a "Contra-
Credit Account" to "Repai r s". Under t he Net Profit Plan, re pairs 
would be char ged direct to de partments involved on a job-order 
cost basis, but there seems little justif ication f or charg ing 
repai r s to selling de partments under the contri bu ti on i dea any-
mor e t han there is for c har g i ng de partments with t he cost of 
swee ping the floor. If a careless stock -boy whe eling a "dolly" 
happens to smash a plate-glass s how-case, s hould t he buye r be 
char ged for t he a ccident? Management should a i m at keep i ng t he 
whole store in t he best p ossibl~ repair, for faulty e qui pment 
and damaged furniture are not good publi city for the s tore and 
if such unserviceable and unsi ghtly articles are prevalent th e 
good-will of the store will be seriously impaired. On t his 
basis re pairs should be charged to overhead. 
:M . Insurance. 
This na tural division includes all types of insurance 
expense whether a ctually paid or provided by reserves. The 
many possible t ypes of i nsurance carried are executives life 
a nd a ccident, use a nd occupancy, workmen's compensation, 
burglary and hold-up, earthquake and tornado, explosion, em-
ployees' life, employees' automobile (when used in t he 
business), forgery , group insurance, parcel pos t and transit, 
public liability, riot and civil c~notion, war risk, surety 
bonds, all t ypes of building i nsura nce, a ll t ypes of furniture 
and fixture a:nd equipment insura.n,ce and insurance on merchan-1 
dise. * The only t~~e which should even be considered for a 
direct component is insurance on furniture and fixtures and 
insurance on merchandise. It would be possible to charge these 
expenses direct but it does not seem adviseable to do so on the 
Contribution Plan. If, for example, a loss were incurred due 
to fire or accident and the insurance proceeds resulted in a 
loss or a "paper" gain, should the loss or gain be shown on a 
departmental contribution statement? Would the buyer be at 
fault if the insurance oovered were inadequate? The answer to 
both of these questions is obviously "no" and hence it is re-
commended that all insurance expense be classed as indirect. 
N. Depreciation. 
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All that has been said of taxes and insurance regard-
ing the direct component therein is equally applicable to de-
preciation on furniture, fixtures and equipment. Since no 
control is exercised by the buyer and since the rate is determin-
ed by management or the tax authorities, it should be excluded 
from the departmental record. Th~ subject of roork-downs auto-
matically recording deprecia tion on merchandise was cover ed in 
detail in the previous chapter and this type of depreciation bas 
a place in the departmental statement since the cause of mark-
downs is traceable to a large degree to buyers' purchases. 
Its position, however, should properly be in the gross margin 
section rather than in the expense section. 
*1, p. 21 and p. 24 
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0 . Professional Services. 
Professional Services Accounts are charged for 
legal and auditing fees, fees paid to collection agencies, 
a ppr aisal fees, general store surveys and the like and fees 
paid to domestic buying agencies. All of these are of an in-
direct nature with the possible exception of t he amcunts ~aid 
to domestic buying agencies. If such amounts can be allocated 
to purchases for individual departments it would a ppear t ha t 
a direct allocation would be the most acceptable prore dure. 
I f no basis of a llocation is present the charge should be 
considered as overhead. 
P . Summary. 
Any effort to be didactic in outlining the me thod of 
treating individual expense items under the Contribution Pl an 
for all stores should be avoided since too many factors are 
involved. The Manual is very sketchy in its suggestions for 
classifying expenses under t h is plan possibly because it has 
not wholeheartedly adopted the plan, but probably more because 
its authors realize that to do otherwise would be misleading. 
As a matter of f a ct, t his point of.' view is well illustm ted 
in the f ollowing Manual statement: 
*1, p. 124 
TIThe pattern of direct expense to be c harged to 
a department must be determined by management, 
through the controller, after a de tailed survey 
of expense. The pat~ ern must be set up to fit 
the re quirements of the particular store. 11 * 
The best approach to the problem is for the co ntroller to ha-re 
clearly in mind t he fina l results desired a nd as problems ar~ e 
relative to whethe r an item or part of an i tem should be treat-
ed as di re ct or indirect the decision should be based on 
whether or not its inclusion on the Departmenta l Contribut i on 
St atement would add to its signi f icance. The basic tests may 
be reiterated as f ollows: 
(1) Is the i tem Hescapable 11 by nature - i.e. vwul d 
it be eliminated or practica lly elimina ted by the 
elimi nat ion of the department? 
(2) Is it controllable to a l arge degree by t h e 
de~artmental buyer? 
(3 ) Will it a dd to the comparison of departmental 
opere.tions? 
(4) Is it sufficiently significant to warra nt the 
accounting expense necessary to distribute it? 
If the answers to all four q_ue s tions are 11 yes 11 it should be 
treated as direct. If the answers to the first three are 
nyes n and the fourth is q_ue s tionable it ~r ill be a matter of 
volicy as to whet her it will be handled as direct or indirect. 
The Expense Se ction of a Departmental Contri bution 
Statement illustrating the princi ples discussed in this chap-
ter is illustrated i n the Appendix. This sta teme n t is s hown 
in greater detail t han would a ppea r on an actual stateme nt 
merely to show all t he items tha t were recommended a s direct 
i n t he preceding :paragraphs . Also illustrat ed is a graph 
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which could easily be constructed to show the monthly 
~luctuations of the major items on the Departmental Con-
tribution Statement. 
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PART II 
CONTROL OF EXPENSES I N DEP liliTMENT STCRES 
Chapter I 
The Approach to ExB§nSe Contrpl 
A. The Philosphy of Expense. 
8~ 
The first part of this paper was primarily oo ncern-
ed with the problem of recording expenses after they were in-
curred. This part, on the other hand, will deal princi pally 
with the matter of planning for expenses a.nd the supervision 
over expenditures, t wo phases of expense control which are 
generally recognized as essential if any net profit is to be 
realized in the business. Tne objective of expense control is 
not merely "expense reduction", for if it were t he problem 
would be a fairly simple one. The real objective is rather 
"profitable eX!) ense reduction". In order to underst and the 
difference between these two concepts it is neces sary to defme 
what mi ght be termed the "philosophy of expenserr in the retail 
store field • 
.All expenses in the retail store field are i ncurred 
with one objective in mind- to cause customers to purchase 
the merchandise which the store has for sale. Any efforts 
directed toward.s reducing these expenses, there f ore, must be 
taken only after due c onsidera tion has been given to t he 
effect of the conte r~lated action on that very important group -
the customers. The problem, then, is not how little can be 
spent, but rather how the amounts spent can result in more 
business and more profit or how les-s can be s pent without im-
pairi ng the amount of business thus leaving more of tlle sales 
8Z 
dollar for :profit . Under this :philosp:phy the amounts s pent 
in order to distribute merchandise :profitably which are common-
ly referred. to as "expense" might more appropriately be termed 
":profitable s pending".* 
B. Merchandising and Non-Merchandisiug Expenses. 
This view of ex:peuse as ":profitable spending" is 
more applicable to the so-called merchandising expen~ es than to 
other ex_p ense items. Merchandising expenses iuclude those items 
which are more closely associa ted to the merchandising func~on 
and characterized by the fact that a change in their general 
level will geuerally cause a change in sales volume in the 
same direction. This category iucludes such expenses as: 
( 1) Sales:peo:ples' Payroll 
(2) Advertising 
( 3) Display 
( 4) Buying Payroll and Buying Travel 
In view of their direct effect on sales volume the approach to 
the control of such items should be somewhat different t han the 
approach to the control of other expenses. The general level of 
these merchandising expenses should be determined by the mer-
chandise organization within the store and considerable latitude 
should be allowed these executives in establishing the optimum 
level. Increasing such expenditures will incr ease sales volume 
but it is fully recognized that this is not always a favorable 
policy, for a :point is reached wrrere the law of diminis hing 
*11, p. 17 
:returns becomes operative and thereafter increases in expense 
) 
will result in lower profits. The point is, hovvever, that no 
group of individuals in the organization is more qualified to 
determine the optimum level of this class of expenditure than 
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are the merchandising executives, the merchandise managers, the 
divisional merchandise managers, the advertising manager, the 
display manager, and the buyers. It is to be expected that 
some experimentation will be re quired before the optimum level 
of such expenses can be determined and it is desireable that 
the system of planning expenditures be such as will allow for 
such experimentation. This is not to say that these expenses 
are not controllable for that is far from the case. They are 
in fact highly controllable but their control s hould be aimed 
at getting the maximum return from the expenditures rather than 
merely attempting to reduce the expenditures. 
The approach to control of non-merchandising expense 
on the other hand, can be more directly aimed at expense re-
duction since changes in the magnitude of such items has no 
direct and immediate bearing on sales volume and in general 
an increase in such expenditures will result in lower profits. 
This point may be contested as regards to some expenses. An 
increase in rental expense, for example, resulting in the 
ac quisition of additional space or a more desireable location 
or a more attractive st ore will undoubtedly increase t he store's 
patronage and the level of sales vo1nme. However, rent is of 
such a nature that it must be incurred on a contractual basis, 
8§ 
~sually extending over a long p~riod of time, and for that 
reason cannot properly be classified with the expenses previous-
ly enumerated as merchandising expenses which can be varied 
almost at will. Once the rental agreement has been consumated 
and the limit of the rented area definitely established any 
change in rent would have no effect on sales volume and hence 
any concessions obtained from the owner of the premises result-
ing in a lower rental expense would be entirely favorable. 
EVen though the general approach to control of these non-merchan-
dising expenses can and should be toward.s reducing them, how-
ever, the thought expressed in the first paragraph of this part 
bears repeating - namely, that full consideration should be 
given to the possible effect the reduction may have on the buy-
ing public and any proposed action that may adversely effect 
the store's goodwill should be taken with the utmost caution. 
C. Summary. 
The problem of expense control is, therefore, an 
extensive one, for it is one which encompasses every activity, 
every procedure, every piece of merchandise, e quipment and 
real estate and most o~ all, every individual in the organiza-
tion. It. is one whbh calls for detailed planning and constant 
supervision to be effective. It is one which must be accomplish-
ed by systematic and scienti£ic methods which will show clearly 
a course of action that can leave no doubts as to the ultimate 
results. The purpose of the succeeding chapters of this paper is 
to outline some of these methods and describe the manner in which 
they propose to fulfill their objective. 
Chapter II -
The Expense Budget 
A. Definition and Purpose. 
The primary and, if properly prepared and applied, 
most effective instrument of ex pense control is the Expense 
Budget. The basis of t he Ex.pense Budget is a detailed set of 
figures s h owing the expect ed performance of the store for the 
coming period with respect to operating expenses. So far as 
t he fi gures are concerned, that is the Expense Budget, but 
that term i mplies the active use of the figures as an instru-
ment of control, rather than merely the pre parat ion of such 
fi gures. Business constantly must make assumptions as to the 
probable conditions in the future - day , week, month, year and 
even longer - and risk l a rge s ums of money in attempting to 
capitalize on t hese assumptions. Providing a means of trans-
lat ing these as sumptions into definite fi gures to serve as a 
guide during the period covered and to permit t he comparison 
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of actual r esults with expectations is t he function of budget-
ing . * It can be readily seen by this examination of the defini-
tion and purpose of t he Expense Budget that t he subject logicaLly 
divides itself into two phases - the pr eparation of t he budget 
and operating under the budget. These two subjects are 
individually treated in the succeeding paragraphs. 
B. Preparation of the Expense Budget. 
1. Dependence on Merchandising Budget. 
"A thorough plann:Lng in advance must take into 
*1, p.555 - 556 
I 
account all three of the main factors in store opera tion -
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sales (and returns), cost of sales and operating expenses."* 
It must also be realized that these t hree phases ·are inter-
depende-nt. Sales and cost of sales are so much so t hat trey 
are included in the same budget, the Merchandise Budget. 
Operating expenses are dependent to a lesser degree, but no 
sound' planning can ·be done relative to operating exp'enses 
f 
until the factors entering into the Merchandise Budget have 
bee n determined and recorded. Nothing has previously been 
said of a further common classification of expenses as 
nvaria ble 11 , "semi-var;iable" and "fixed 11 or "non-variable n, 
a classification of expenses based upon t neir behavior in 
relation to c:Wnges in sales volume; but since expenses 
are subject to such behavior, it is self-evident th;at the 
level of sales volume predicted is a prime consideration 
in budgeting the magnitude of many expense items. Not 
only forecasted sales but other figures on the Merchandise 
Budget will have a definite effect on planned expens es • 
.Expected sales returns and allowances, for example, will 
effect the workload of the Adjustment Office, Accounting 
Of:fi ce and workroom costs; planned. stock levels wi 11 
effect insurance expense, stock clerk payroll and the cost 
of taking inventories; planned purchases will effect 
buying and accounting exp enses; and. planned mark-downs 
will effect advertising and certain selling expenses. 
*1, p. 555 
Most important of all, :planned g ross margin for the 
:period must be known i n order to determine the amount 
of money the store can affort to s pend on operating ex-
penses. 
2. The Role of Historical Data. 
The accounting records providing the results 
of past performance undoubtedly serve as the best guide 
in estimating the fi gures for the future. They aff'ord 
not only a record of the facts for similar periods in 
the past, but they also iniicate trends, a factor which 
cannot be over looJced in making any t yp e of forecast. 
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The use o.f expense data from the accounting records of past 
years is an es s ential part of the budget preparation and 
the mechanics of using this data will be covered in more 
detail in a subsequent paragraph. 
3. The Period of the Expense Budget. 
EXpense Budgets are commonly prepared to 
parallel the merchandising seasons of six months commen-
cing in February and August and a few stores even make 
an annual Expense Budget. However, the tendency a t the 
present time in view of an increase in expense conscious-
ness is to shorten the period of the Expense Budget to 
three months or even one month. A three-month period 
broken down by months a~pears to best fit the needs of 
· the medium and large-size store in that it is sufficiently 
short to allow for the fre q_uent ·· changes in our present 
economy and not too short ~to require such fre quent 
preparation of the budget as to cause it to become a 
nuisance or to be ~repared in a hap-hazard manner . 
4. Personnel Involved in the Preparation of t he Expense 
Budget. 
To be effective the Expe~se Budget should re-
present a cooperative effort of top management, tre Con-
troller, the Store Superintendent and the operating 
heads of a ll selling and non-selling departments. In 
large est ablishments suff icient savings in expenses can 
usually be made to warrant as si gning a separat e individual 
to the job of coordinating the efforts of all concerned 
in the preparation of the Expense Budget, as well as 
following through to see that the budget is adhered to. 
This individual, who is varyingly referred to as an 
"Expense Controller" or a "Budget Director" or a "Budget 
Manager" or merely an "Assistant Controller", may be 
directly responsible to t he Controller, or in some cases 
to the store mana ger himself.* An important conmdera-
tion in the pre }~arat ion of the budget is to have ihe 
executives who are in the best position to control the 
expense have a say in the planned size of the expense. 
5. Mechanics of Preparing the Expense Budget. 
The Expense Budget should be drawn u p to 
parallel the accounting treat-ment of expenses employed 
*13, p . 5 
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by the store. This will generally be by t he natural 
divisions of expense and by the sub-functional classifi-
cation described in Part I of this t hesis. The first step 
is for the Ace ounti r.g De partment to fur·nish to the sub-
functional and de partment heads the data f:r om t h e books 
of accom1t f or the cor r esp onding period of the prior 
year (or the past two years ) for t h e items with which they 
are concerned. Also, t hey should be furnished with a ny 
other ·data of a statistical natur e wh ich mi ght be avail-
able and of as~ istance in making the neces s ary estimates. 
Finally, they should be furnished with f orecasted oonditions 
as expressed in the Merchandise Budget. For example, a 
head of a selling department when called upon to furnish 
the budget figure for IR yroll for his department should 
be furnis hed with data such as the following: 
1. Gross sales by weeks of the same :pe r iod in the 
prev-ious year. 
2. Number of transactions by we eks of the s ame 
:period in the previous year. 
3. Percent of increase or decrease in transactions 
for the fisc al year to date. 
4. Planned s ales for the budgeted period by weeks. 
5. Planned advertising expenditures by weeks. 
6. Dollar, pa~yroll by weeks of the same period in 
previous year. 
7. Number of employe.e weeks for the same period of 
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the :previous year.*· 
Vvith information such as this a selling de:partnent 
head can be expected to estimate with a hi gh degree of 
accuracy the payroll expense of his department. Such a 
precedure mi ght a ppear to be unduly exa cting , but it must 
be borne in mind that a budget that is unrealistically 
:prepared is as ineffective a s no budget at all. Further-
more, :payroll represents by far the largest expense item, 
usually as larg e as all other combined, and one vtl. ich is 
hi ghly controlla ble and nen ce warra~ts exhaustive ~reat­
ment. 
Payroll of non-se l l ing departments can be fair-
ly accurately estimated with f ewer f acts t han are re-
quired in selling departments. Ganerally the following 
information is desireable: 
1. Units of work handled by weeks in t he s ame :period 
of the previous year. (This info ~~ation is generally 
maintained within t h e depa rtment and would not need 
to be furnis hed). 
2. The dolla r pa yroll by we eks of t he same pe riod 
of t he preceding year. 
3. The number of employee : .. wee ks in the s ame period 
of the :p receding year. 
4. Planned s ales for the budgeted :period and the 
:percent of each ki rul- of sale to the tota l s a les for 
*13, p. 6 
the fiscal year to date.* 
In budgeting payroll expense it is generally more accurate 
... 
to deal in units of work rather than s a les volume, renee 
the information furnished should include such statistics 
whenever possible. 
The magnitude of t he advertising expens e to be 
budgeted will usually be determined by top management as 
a ~tter of store policy. The Merchandise l\!Tanagers in 
cooper&tion with the Publicity Director or Advertising 
Manager usually translate the desires of management into 
actual fi~~res and spread the expense over the budget 
period, generally on a daily basis. 
' 
Supplies, travel expense , delivery exp ense , 
professional services and communication require carefUl 
oonsideration based on all available facts i n much the 
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same manner as does payroll. Other expense s such as renta:s, 
tax1es , insurance ana_ de pre ciati on are r ela ti ve ly fixed and 
easily determinable. 
When all the 'Iork sheets ha ve been submi t t ed t he 
data should be compiled and recorded on a sruM~ry sheet. 
The grand totals thus determined are 'fitted into tr..e total 
plan for the period - i.e., with planned sales, planned 
cost of sales and gro 2s margin for the store as a vn ole. 
If top management approves the budget as thus constituted 
-
it becomes the official budget for the period. 
*13, p. 6 
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It is generally adviseable to preparea master ' 
budg et, showing only monthly totals, and a nunber of sub-
sidia ry budgets, control l ed by the totals of the master 
budget, to show whatever detail may be desired. These 
subsidiary budgets may be on a time basis, such as daily, 
for items such as advertising, and on a de partmental basis 
for others such as payroll. The budget should be so set up 
as to allow the recording of actual figures adjacent to or 
directly beneath the budgeted figures for easy comparison 
of a ctual results with budg et estimates.* 
C. Operating Under an Expense Budget. 
1. How Closely Should the Budget Be FollowedY 
There is considerable difference of opinion as 
to how closely the .Expense Budget should. be followed. 
There are t h ose who maintain the extreme position t hat 
adherence to a budget curbs initiative and thereby creates 
a serious detriment to profit-making . They advocate 
s pending as their own business acumen dictates and if t h e 
budget is to be used. at all, let it be used at t he end of 
t he budget period to measure pe rforman ce against t he fore-
cast. Those at the other extreme a dvocate very ri gid ad-
herence to the budget and feel that no item should be 
allowed. to exceed the budgeted fi gure under any circum-
stanties. It would appear that both of these positi ons 
-
are too extreme a nd. that the p roper ap_p roach fa lls some-
where between these extremities. A budget t hc.t is 
realistically prepared only to be l aid a side for possible 
*1, p .565 
future reference is obvious~y a wasteful expenditure in , 
itself. On the other hand, it is not humanly possible 
94.. 
to c r eate a budget that will provide for all eventuali ties, 
and to forego a ":profit able expenditure" merely because it 
is not provided for in the budget is obviously absurd. 
Adherence to the budget should be the general rule, for 
it is only by close adherence thereto that the desired 
profit margin can be assured, but management must also 
provide a means whereby someone in authority can authorize 
a variance from t h e budget if such a variance appears 
desireable. This person or group of persons should be in 
a positi on to 1G.1ow the over-all operating picture as it 
currently stands and be able to foresee the result his 
approval will have on the ultimate net profit, for only 
under such circumstances can the best decision be made. 
It was previously suggested that a store would generally 
find it profitable to employ an Expense Controller, and 
if such an individual existed in the s tore, approval of 
re quisitions, that if approved would exceed the budget, 
would be a natural function of such an executive. Work-
ing in close association with the store's Controller ne 
would be in an excellent position to appreci ate the effect 
of his ap1') roval or rejection on current operating results. 
As an executive he could consult with Merchandise Managers 
for any advice he may desire on the effect of his decision 
from a merchandising standpbint . If he performs this 
function consc i entiously, department heads will soon 
realize that they must operate .within their budget or 
justify beyond a reasonable doubt any reQuests to ex-
ceed it. The Expense Budget will then be performing 
its primary mission of controlling expenses but at the 
same time not offer an impassable bulwark against addi-
tional expenditures that appear to be desireable. 
2. The Budget Creates Expense-Consciousness. 
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A very important aspect of expense control lies 
in the degree of consciousness employees a t all levels in 
the store have in the matter of expenses. If employees 
at the various levels can be made to appreciate that 
savings in expenses may well result in benefit to th em-
selves and, as a result thereof, they exercise care in t he 
use of supplies, utilities, communicati on facilities and 
in many other ways, innumerable small savings can be made 
that could not otherwise be obtained. Though it is not 
one of the primary purposes of the budget, nevertheless, 
it is evident that t he Expense Budget can aid considerably 
in this program of creating a feeling of expense-conscious-
ness in store employees. Nat~ally, it has its ~ rincipal 
eff ect on .the executives who are responsible for the 
preparation of and adherence to the budget. It is only 
natural, however, that the de partment heads will transmit 
this feeling to the employees under their supervision. 
In fact, many s t;ores make it . a practice for de partne nt 
heads to discuss the budget with t heir employees and 
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attempt in t lns manner to e~list the full coo peration o~ 
all in re ducing wasteful expenditures and to eochort .all 
employees to increase their productive capacity. 
3. Control of Expenses Through "Open to Spend11 Records 
and Requisitions. 
The aim in the control of expens es should be to 
exercise the control whenever possible before the expenditure 
is incurred. One of the most effective means of accomplish-
ing this objective is through a system which provides at 
any given time the amount of the budgeted fi gure which 
rerna.ins to be s pent in the va rious expense classifications 
involved and a method whereby each non-recurring expendi-
ture is checked against this amount before it is actually 
incurred. This t ype of control is termed as "open to 
s pend n control. It is identical in operation with the 
11 open to buy" type of control whi.ch is a lmost univers a lly 
employed by department stores to control merchandise 
purcha ses . The nopen to s pend 11 records may be maintained 
in the accounting department or by the various divisional 
heads. If the store employs an Expense Controller the 
maintenance of these records or at least supervision over 
their maintenance should be one of ius duties. They should . 
be established to conform to the various subsidiary 
budgets with provisions made for daily consolidation int.o 
a master 11 open to spend'' contr.o.l for the entire store. 
Not all expens es lend t hemselv es to t his type of control 
and t hose which are controllable by this means in one 
store may not be in another because of other vary ing 
factors. 
Generally speaking the foil owi ng types of ex-
P en ses rmy be subject to t his me tho d. of control: 
1. Payroll 
2. Ad.verti sing 
3. Traveling 
4. Display 
5. Supplies 
6. Repairs 
7. Professional Services* 
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In conjunction with this type o~ control it is usually nec-
essary to establish a sys tem whereby de partment heads request 
approval to incur irregular exp ense by means of a requi~ion. 
This requisition is checked against the "open to s pend.u 
records and if found to be within the budget is endorsed by 
the executive in charge of t h e records. For example, if the 
head of a selling de partment desires additional temporary 
sales help, he makes a requisition indicating the t ype of 
hel p desired and t he period of time involved. The Expense 
Controller translates this re quisition into a dollar amount 
and compares it with the amount of selling payroll for that 
department which is "ope:p to spendn. If the re quest is 
obviously within the budget Tt can be approved without 
*14, p. 7 
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questio n , If it a ppears tha t the budget will be exceede~, 
it will re quire mor e careful i nvestigation to determine if 
t he expense is justified. In order to facilitate fu is wo:tk 
t h e Expense Controller or whoever is charged with ap proving 
re quisitions and maintaining t he "open to s pend" records 
.should ma intain a record which s h ows the percentage of t h e 
month which has elapsed wit h the passing of each working 
day and the percentage of the budgeted exp ense item which 
has been incurred or a pproved for i ncurrence. If, for 
example, there ar e twenty~five working days i n t he month 
ea ch day represents 4% of t h e month. It is not to be ex -
peeted t ha t expense incurr ed wi 11 be uniform t hroughout 
the month to the extent tha t 4% of the month's ex9ense 
in t he various i terns wi 11 be incurred e a ch working day , 
but some such guide is esse ntial i f t he Expense Co ntroller 
is to be a ble to reduce the number of occa sions on which 
de partment heads i ncur unes s ential expenditures early in 
the month and find themselves with a n insuff icient "o pen 
to s pend" amount to operate pro pe r ly later in t he month. 
An experienced Expense Controller will be a ble to deter-
mine quite accurat ely whether or not t h e a pprova l of 
extra expenses wi 11 result in exceeding the budget for t he 
mont h . 
4. Expenses Cont r olled by Top Management. 
There is i n every de partment s ta~ e a group of 
expenses that can be co ntrolled only by top managem; nt, 
-------=-~-----::: . 
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usually the Board of Directors. Such exp ense ·~ i.nclud:e-: 
1. Executive Payroll 
2. Rent 
3. Executive Travel 
_..,. 
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4. Donations, Membershi p Fees, Subscriptions 
and similar Unclassified Expenses 
5. Insurance 
6. De preciation 
7. Some Professional Services 
8. Adjustments to Customers 
These items are not controllable on a daily basis but 
rather their magnitude will be determined a s a matter of 
store policy. Since the level of such e xp enses are de-
termined by the Board of Directors, t he res ponsibility 
for maintaining them within the limits dictated by 
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current operating experience rests entirely on t hat group. 
5. Control of Other Expenses. 
There are other expenses that do not lend 
themselves to control by "open to s pendn records or re-
Quisitions but do re quire constant supervision if re-
duc t ions are to be eff ected. This. group i n cludes such 
j_tems as: 
1. Telephone and Telegraph 
2. Postage 
3. Services Purchased (light, heat and power) 
4. Cash Shortages 
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It is in the control of expQnses of this nature t hat 
an Expense Controller can prove to be a valuable asset. 
Primarily these expenses should be controll ed by f irst 
line supervisors such as de partment heads, but the e ffect 
of reinforcing such control by t he active participation 
of a store executive is bound to result in a dditional 
savings. By instituting procedures such as the establish-
ment of records of all long-distant tele phone calls, 
telegrams ar~ cable grams, s pecial delivery postage and 
the li1ce and fre quent scrutiny of such records to detect 
abuses, he can and usually does uncover unnecessary ex-
penses. Similarly, by diligent supervision the E:xp ense 
Controller can usually effe ct savi ngs in heat, light 
and power expenses by constantly impr essing on employees 
through their department heads the i~portance of con-
serving these utilities when they are not re quired. In 
the matter of cash shortages, a daily checlc should be 
mad.e of such shortages and a thorough investigation made 
if it appears warranted. The savings thus ef fected may 
appear minor, but it is through an accumulation of such 
small savings that the dwindling of net profits may be 
arrested. 
6. Revisions of The Budget. 
It rmy well develop that the budget estimates 
of some items are wholly out of line and revi s ions should 
be made. Such revisions should be the exception rather 
10],. 
than the rule and if the budget was properly prepared, 
revisions should be extremely rare and occur only as a 
result of unforeseen or uncontro~lable conditions. 
The system outlined above of providing for the approval 
of requisitions that will r esult in exceeding the budget 
estimates consitutes a method of effecting "on the spot" 
budget revisions of many items. In other items the 
\ 
determination as to whether or not the budget has been 
exceeded may not be made on a continual basis, but will 
be made when the monthly actual figures are recorded 
adjacent to the budget estimates. As this posting is 
accomplished a careful examination should be made of 
the actual results as compared to the forecast for all 
expense items. All major variances in either direction 
should be studied to ascertain the probable cause. If 
it appears that the variance is normal and of such a 
nature that it will continue, the subsequent budgets 
should be revised to provide for it. If, on t he other 
hand, it was of a temporary nature or due to factors which 
can be corrected, no revision of the budget fi gures for 
the su·bsequent periods need be made. Of course, any 
defici encies in the control system uncovered in this 
analysis should be a matter of immedia te corrective action. 
Cha:pt~r III 
Productivity Measurement and the Use of Standards 
A. The Objective of Productivity Measurement. 
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In the previous cha pter methods we r e discus s ed which 
sh ould prove eff ective in the contro l of ex 1enses and e mphasis 
was placed on active ru1d continuous supervision over all ex-
pense it ems vdth t he aim of discovering any means poss ible of 
effecting savings no matter how minor t hey mi ght be. ~nether 
approach to expense cont r ol which should. be considered, not 
instead of but in con junction with those methods, is one t hat 
is relatively ne w to t ne retail field, control t hrough t he use 
of standards. The princi ples of standard cost ac count ing 
have been hi ghl y r efined and used f or many ;{ears in man u factur-
ing t yp es of business . Though there is di ffe re n ce of opinion 
on this point, i t is generally agr eed t hat t h e use of stand-
ard costs to determine a distribuliion cost f or each item hand-
led by a de partmen t store ·woul d be a herculean t a s l{ t hat is 
nnt practical in the department store field. However, one 
of t he ba sic principles of standard costs - namely , the determ-
ination of standards of performance and t : e ma intenance of 
records to determine the degree of var iance f rom these stand-
ards appears not onl y pract i ca l but a very necessary phase of 
expense control. How great are t h e pos s ibilities for 
appre ci able s avi n gs by incr ea si ng employee effi cien cy , which 
is the ma i n obj ect iv e of prod.u cti vi ty measurement, is very 
clearly indicated in a r ecent art i cle whi ch appeared in t h e 
New York Times r egar ding t h e efficiency of retail s ales 
personnel. The article was captioned "Retail Sales Help 
Found at Low Ebb", and is q_uoted in part as follows: 
10~ 
nnangerously low efficiency has been reached by retail 
sales _personnel. This was declared yesterday by Maxwell 
I. Schultz, executive vice president of the Willmark 
Service System, Inc. on completion of t he com an;y ' s 
annual nation-wide survey of retaili ng 's selli ng ru1d s ys-
tem technique and performance during 1950. 
According to the survey, 1~ . Schultz said, sales persons 
in retail stores g enerally are eff icient onl~ to an ex-
tent approximating 69.4 percent of an acce ptable norm. 
This is 3.2 percentage points under 1949, and 2 points 
below the 71.4 percent efficiency reported for 1948. 
~ery phase of selling effort showed a marked decline 
with t he rating s growing progressively worse during the 
last half of th e year. Weaknes c was particularJ.y evide nt 
in the c rea ti ve phases of' selling, vti t h eff orts of sales 
persons to instill buying desire off 11.8 points, 
suggestive selling down 6.2 points and interest in 
'trading up ' a sale off 7.4 points. 
Competence in closing sales dropped to the low level 
of 7.6, off 1.4 points from 1949 to l b . S points under 
1948."* 
It is through the use of productivity measurement that a 
store may determine if statistics such as these apply to its 
*19, p. 16 
operati ons not only in the case Qf sales :persons' eff iciency, 
but as regards to many of the non-selling personnel functions 
as well, and to a somewhat less er extent it can determine 
whether or not t he occupancy expenses are in kee ping with some 
establish ed norm. Once t his information is available, the 
store management is in a position to try to improve its ex-
pense picture and has a predetermined goal towards v~~ich to 
di r ect their efforts. 
B. The Establishment of Standards. 
Obviously one of the most important steps in this 
pr ogram of productivity measurement is the establishment of 
the standards against which t he results of the measurement 
Will be compared. This involves first a determination of the 
units to be measured, and sec ondly the securing of a standard 
of production for that unit of measurement. In some cas es 
the unit is apparent, as, for example, in measuring the pro-
ductivity of bundle-wrappers the obvious unit would be the 
number of packages wrapped. In other cases, tbe ahoice of the 
unit can become very complex and the selection of the unit 
will be determined by t he degree of' refinement management de-
sires to obtain. In the accounts payable de part ment, f or 
example, the number of bi l ls vouchered may be related to t he 
entire number of employe es in the department or each step in 
the vouchering process- checking against orders, vouchering 
the bill, making out the check, -stui':fing and filing - can be 
a separate unit of measurement and related to t h e employee 
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who performs that step. A simple overall relationship with 
the dominate unit of work is, of course, better than none, 
but the finer the subdivision the greater the accuracy and, 
hence the more useful will be the measurement secured.* 
There are several possible a1)proaches to the est-
ablishment of standards of :performance, four of which will 
be mentioned and subsequently dis cussed in some detai 1. 
These four approaches are: 
(1) From actual production records maintained 
within the store. 
{2) From reports of other stores. 
(3) By the use of time and motion studies. 
(4) By employing outside experts to establish 
the standard. 
1. Use of Actual Production Records. 
This method of establishing a standard is per-
haps the most realistic means but is somewhat limited. 
It involves the maintenance of accurate production re-
cords of all activities within the store and the selec-
tion of the higher or highest record of performance as 
lOp 
the standard. This method is most applicable in instances 
where there ' are a large number of employees doing the 
same type of work under the same relative cond:L ti ons. 
One particular advantage to it is that employees, realiz-
ing that the standard is not a dream of s orne efficiency 
*16' p. 2 
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expert but the actual performance of a f ellow-worker, 
will be more apt to strive for meet i ng or exceedi ng the 
standard than is true in some of t he other meth ods to be 
dis cussed. Furthermore, it r epresents a realistic met hod 
b.ecause it is determined under actual worki ng conditions 
within t he store and there f ore t here is no possib i lity 
of it representing a stand.ard attainable only under the 
conditions which do not exist in this store. Another 
a dvantage to this method is that the standard is derived 
without additional effort or expe1~ e. Pro duction records 
are maintained as part of' t he _productivity measurement 
program anyway, a nd. determining the standard fro m these 
records is a very simple matter. There are, however, 
some disadvantages to t his method. In the first pace, 
there is always the possibility that the naturally f aster 
and more ef:t' icient employees whose performance would 
normally determine the standard might either voluntarily 
or t h rough intimidation by slovver and less eff icient 
employees slow down to the productive capacity of the 
slower cle r ks. ~hen pe r formance i s mea sured aga inst such 
artificia l stan dards, wha t a ppears to be a favorable con-
dition thrcugh a minimum of variance is a ctually sub-
standard performance. Even when t his condition does not 
exist, a productivity measurement pro gram that does not 
take into consi dera tion the experience of ot her si mila r 
establishments, whet her t hey be - competing or not, is 
limited. in its results. Management genera lly wants to ' 
know not only t h e internal ~icture, but the rel&tionship 
between its operations and. those of other sto r es. By so 
doing it i s possible to discover any weaknesses in tec h-
ni oues anct procedure as well as employe e eff iciency. 
2. The Use o~ Reports of Other Stores. 
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The advantage to usi ng standards establis l!.ed. 
through the recapitulation of re ports of man;y- st or· es is 
very apparent. Fortunately most stor es are not reluctant 
to disclosing opera ti ng statistics throu gh trade a ssoc ia-
tion publica t ions and. co mmi ttees appointed by tra de 
associations to compile and. disseminate statis ti cs of all 
t ypes. The Departmental Merchandisi ng Opera ting Results 
published. annually by t he National H.etail Dry Goods 
.Association conta ins many facts rela tive to sales by 
de partments, such as t he a verage size of sales, s ales per 
s alesclerk , sales by t yp es, and. sales per s qu are foot of 
floor space. The Harvard Re ports, pu blished by the 
Harvard. Graduate Scho ol of Business Administration, are 
also a source of excellent informati on regarding s a les 
and. costs per sale data. More over, in 1947 t he Controllers' 
Congress of t he Nat ional Retail Dry Goods Association 
established. a Research Corr~ittee and its first assigr~ent 
was to make a study of "Non-Selling Pa yroll" with the 
objective of establishing standards in non-se l ling 
functions. It ha s very recently disseminated t he results 
of a survey on Accounts Payable productivity measuremaft 
which repres ents t he experience of stores all over the 
country. Further studies are being made of accounts 
receivable, credit, cashiering, addressographing and 
pa yroll functions. * By uffihg such standards as t hese, a 
store can readily determine its competit i ve position 
and usually uncover weaknesses in its organization. The 
disadvantage to such standar ds is that it is someti mes 
diff icult to distinguish between inefficiencies of store 
personnel and ina dequacy of equi pment or deficiencies in 
procedures. Des pite this disadvantage, however, t h e 
variances indicated are si gnificant and detailed analysis 
s hould dis close where the weakness lies. 
3 . The Use of Time and 11-loti on Study . 
The manufacturing industry has made excell ent 
use of time and motion study in establishing standar ds of 
performance . Not all functions in the distribution f ield 
lend t hemselves to this techni q_ue, but f or those t hat do, 
t here is no question but t hat t hi s method is t he most 
s cientific and theoretically corre ct. This method might 
well overlap the previous method in t ha t some of t he stand-
ards published by trade associati ons a nd in trade journals 
are derived f rom t j_me and motion study. The Research 
Committee made extensive us e of it in derivi ng their stand-
ards for Ac counts Payable functions. This method is 
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a pplicable to any activity which is mechanica l in natu're 
and t he various moti ons tha t t !le opera tor must ma ke to 
com~lete the task may be accurately timed. Workroom :pay-
roll cos t s are especially adaptable to thi s :procedure 
since they are in reality ~unctions :pecular to t he ma nu-
f'acturi ng t ype of business rather than to the distr i bu-
tion field. 
One of the advantages of the use of' time studies 
is t hat it :provides an excellent method of measuring the 
comparison between various methods of accomplishing a 
particular task. Through the use of time studies it can 
be determined whether it is adviseable for one pers on to 
complete the various stages of a job or whether t he job 
could be more economically and ef'ficiently accomplished 
by dividing it into separate operations to be performed 
by dif'ferent employees. Another very worthwhile measure-
ment that can be made is whether or not a :particular 
task can be done by machines more · economic~t lly th~n by 
ha nd or whether fL s avings could be obta ined by using a 
dif'ferent type of machine than the one presently in use. 
Time studies are relatively new in the retail field, but 
there are definite indications thto,t its possibilities in 
secur i ng reductions i n expenses are gai ni ng recognition 
and t hat t he us e of' time studies will be extended in t he 
f uture. 
4. The Use of Outside Experts. 
The fourth approach to securing proper standards 
of production in connection with a productivity measurement 
program is by use of outside experts. There are many such 
groups of experts in all large cities throughout the country 
who are highly experienced in the department store f ield 
and the standard set by such specialists can be e~ected to 
represent a high degree of efficiency and at the s ame time a 
realizable goal. The methods used by such experts i n settir.g 
standards will, naturally, be one or a combination of t hose 
already discussed, but in view of the experience of these 
outside specialists much of the trj_al and error that ordin-
arily accompanies the introduction of a productivity measur~ 
ment program which is installed by less experienced store 
personnel can be eliminated. Usually, t hese experts are em-
ployed not only to establish the production standards, but 
also to supervise t he entire program in an effort to effect 
attainment of the standards and to make recommendati m s for 
streamlining those opera tions whe r e t he present IrOcedures 
involve waste or lack or economy. A big advantage of the 
employment of outsiders to get such a program into opera-
tion is that the y do not add to the permanent staff a nd once 
their job is done, the cost is over, though the savi ngs t hey 
have been able to effect should continue.* In adm tion, 
they can approach the _program frQ.m an entirely objective 
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point of view both as to personnel and procedur es wher e-
as store personnel a r e apt to be hampered by prejudices 
and traditions which may well act as dete r rents to a 
speedy and successful accomplishment of an effective 
program. 
c. Measuring Performance Against the Standards. 
Once the units of measur ement and standards for 
each unit have been established the procedure for measuring 
performance against these standards is relatively simple. 
Producti on records must be maintained in terms of the units 
established, and adequate supervision should be exercised over 
this phase of the operation to assure that the reports are 
accur ate and repr esentative of uninfluenced work :performance 
lll 
on the part of the employee whose product ion is being measur ed. 
1{he r ever possible mechanical methods of counting completed 
units should be used to reduce human errors both conscious 
and unconscious. vvhere this is not possible some system of 
spot checking should be adopted to test-check the accuracy 
of the reports.. Furthermore, the r epor t should :p r ovide, 
where applicable, for recording idle time caused by conditions 
over which the employee involved has no control, since such 
time should not be considered in determining the rate ~r 
unit. The reporting period should be of relatively short 
duration, as daily, weekl;y·, or in some few cases, monthly, 
and at tre close of this :period a study should be made of 
comparison of actual perfor mance with the established 
\ 
~tandards. It is at this time that variances from standards . 
should be thoroughly investigated. 
D. Methods of Improving Actual Performance. 
The methods for improving employee work performance 
and for reducing expense by improved efficiency are many and 
varied, and no effort is being made to cover all possible 
me t hods in this paper. The only aim, herein, is to point out 
and discuss a few of the more usual methods in general terms. 
1. Training. 
The first consideration in the course of in-
vestigating apparent sub-standard performance on tbe 
part of employees should be to determine the degree of 
training and experience each has received in his or her 
tresent assignment. In most cases production can be in-
creased through the media of additional training . This 
is true not only of mechanical and clerical taslcs but 
is equally true as regards selling personnel. In this 
lat t er case the training should be two-fold, training 
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in selling technique and also training aimed at :familiar-
izing sales clerks with the technical aspects of the 
merchandise they are selling. General]y the buyer wi 11 
be in the best position to conduct this latter type o:f 
training . In this same connection it should be a policy 
of buyers whenever they make a purchase of merchandise 
other than re gular staple it ems to at-tempt to instill 
in salespeople the same feeling of enthusiasm that they 
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must have f elt when they rna. de the :purchase. A sal es:pe r s on 
who is enthusiastic about the merchandise will invariably 
sell more of that merchandise than one who is unfamiliar 
with its :particular attributes or one who is not person-
ally convinced that the item represents a "good buy". 
In the conduct of training of all t ypes, the 
instructors should be alert to the possi ble misassignment 
of employees within the store. It is not unusual to f ind 
"square :pegs in round holes" to the extent that no amount 
of training will cor rect the situation and the indicated 
corr ective action is to reassign the i ndividual to a 
type of work more suited to his ability. 
2. Methods Analysis and Work Simplification. 
Another :possible cause of an unfavorable com-
parison between actual performance and standard, if the 
standa r ds were determined by any means ot her t han 'actual 
:performance within the store, is weakness in methods and 
procedures. It has already been discussed how time 
studies will fre q_uently disclose uneconomical methods, and . 
lead the way to exp ense r ed.uct ion by t he introduction of 
more modern or differ·ent e qui pment . This s ame inf ormaticn 
is frequently revealed by what pr oductivi ty measurement 
records indicate as sub-standard performance. If investi-
gation reveals t hat the eff iciency of employees ~rform­
ing t he operation a ppears to be ade quat e , bu t still t he 
overall c ost of t he operat ion is higher t han t hat exper-
i enced i n other si milar sto:res, t h e trouble mi ght ver y well 
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be attributed to the fact that the methods used are 
sub ject to improvement. For example, the expense of the 
Payroll Department may be high as com:pa r·ed to establish-
ed standards and yet not be a reflection on the ef ficiency 
of its employees. It may indicate, howeve r , that the 
methods used are not efficient and appreciable savings 
may be :possible by a change in the manner of :pe r forming 
the various operations. 
Sometimes such changea involve merely a 
simplification of doing the particular job. By means of 
a detailed study of the various steps in the operation, 
it may be possible to eliminate unnecessary actions or 
dombine steps in a manner that will save time without 
aff ecting the final results. The employees themselves 
frequently :prove to be a source of valuable information 
in simplifying the various operations which t hey :perform, 
and the media of employee-suggestions should not be 
overlooked in the :process of work simplification. As 
will be mentioned in a later :paragraph, rewards should 
be established for workable solutions to operating :probl,ems 
:presented by employees to act as incenttves to employee 
:participation in management :problems. 
The analysis of present . procedures should also 
include a thorough study of all reports which are pre-
pared to determine if they are of sufi icient value to 
warrant their cost. It is not unusual in the course of 
such an investigation t~ find that r eports are being 
prepared which no one is using . It sometimes happens 
that a t yp e of report which was instituted sometime in 
the past for a specific purpose is being religiously 
prepared long after the contingency which occasioned it 
has passed. 
3. Incentives. 
llli 
One of the most effective means of impvoving 
work performance is through a sound and dynamic incentive 
system. Incentives can be broadly categorized into two 
types, those involving pay or renumeration of s ome type 
and those of a non-pay nature. Both of these types have 
the same objective - to encourage employees to exert 
their best efforts in behalf of their e~ployer -, it 
is only in the approach that they differ. Non-pay in-
centives include all factors and items which are aimed 
at improving employee morale and making the work area 
or t he job itself a source of pleasure and satisfaction 
to the employee. Well planned working space, enlightened 
supervision, attractive surroundings, recreational 
f a cilities, pleasant restrooms, a good employe e restaurant, 
and a multitude of other possibilities are included in 
this group. The psychology is that an employee who is 
contented in his work and working area is generally an 
efficient employee and one who is likely to remain with 
the store and not jump at the first outside opportunity 
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which presents itself. 
Another important non-pay incentive is a system 
which creates in employees a pride of accomplishme nt. If 
employees are meeting standards or exceeding ex~ctations, 
they should be commended, and the results of tneir en-
deavors should be publicized in the form of easily-read 
char~s or graphs so that they have the opportunity of 
seeing their contribution to the overall success of the 
store. In this connection, a system of awarding "service 
pins" or letters of commendation or some similar recog-
nition of outstanding achievement or a long and faithful 
period of service has long been recognized as beneficial 
in molding an efficient working force. 
Probably the most eff ective of all non-pay in-
centives is a fair and well-established promoticn policy. 
Nothing is more damaging to employee morale and produces 
a more lasting detrimental effect than unfair promotions. 
On the other hand, nothing creat es a greater incentive 
for employees to put lbrth their best eff orts t han the 
possibility of obtaining a promotion thereby. As a 
consequence, it is vitally important t hat management base 
promotions on outstanding performance and eliminate all 
favoritism or other immaterial factors in selecting em-
ployees for promotion. 
Training is another effective non-pay incentive. 
A well-trained employee becomes more relaxed in perform-
ll'l 
ing his duties and feels secure in his position. He also 
will be inclined to appreciate the efforts of his superiors 
to increase his lrnowledge and this frequently opera:t es to 
influence the employee to remain in the organization that 
has taken such an interest in him. 
Another group of non-pay incentives are those 
which provide family and old age security for employees. 
Group insurance of all types which g i ve the employee a 
feeling of security by reducing financial worries are 
bound to aid in increasing employee productivity. A 
system of retiring superannuated -employees is also effect-
ive not only for the older employees who are approooh-
ing retirement age but for all employees regardless of 
age. 
Pay incentives include all plans whereby an 
additional wage or bonus or some other type of monetary 
reward is given for superior performance. Although in 
outward a ppearance pay incentives constitute additional 
expense, tbe ultimate aim is expense reduction. Pay 
incentive s ystems should be planned with extreme care 
if they are to accomplish this objective. The basis of 
payment should be clearly understood by all employees 
and once established sh_ould be rigidly adhered to. The 
various levels of accomplishment at which pay incentives 
become operative should be estab~ished at realistic goals 
but still represent better than average performance. 
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Pay incentives are especially effective in tlie 
case of buying and selling personnel. Of course, the 
commission system of pay is by itself a form of incentive 
pay but generally under an incentive pay system better 
than normal commission rates or bonuses are paid for 
performance which results in the exceeding established 
quotas. To stimulate sugges tive selling, the 11tradi ng-
uprr of sales, increasing the percentage of "take-with" 
sales, and the like, incentive pay s ystems pr:- ovide addi-
tional compensation. 
Another form of ·;pay incentives has already 
been mentioned- monetary rewards for employees' suggestions 
which improve procedures, reduce waste, or otherwise add 
to the eff iciency of the store. These monetary benefit~ 
s~D~ld be commensurate with the eff ectiveness of the 
suggestion, as, for example, a ;percentage of the savings 
resulting from the suggestion. The employee performing 
the operation is fre quently able to devise short-cuts t h~ 
result in greatly reducing costs, and incentive ;pa y for 
such sugges tions ha s t h e effect of making employees alert 
to such possible savings. 
4. Improved Selection of Employees. 
The ~e rsonnel Department must play a large role 
in this program of attaining standard performance, for, 
in large measure, t he suc~cess of t h e ;p rogram depends on 
the calibre of employee that t he Personnel Department 
selects. If a person is h~red whose qualifications 
clearly establishes him as above the grade of work to 
which a~signed, the usual result is that t he individual 
becomes discontent from the start and soon leaves for 
greener fields. If, on the other hand, a person is se l ect-
ed whose background. indicates t hat t h e position is above 
him, tra i ning costs are high, and even aft er training , 
his performance may not be satisfactory . The method of 
selecting proper personnel for available vacancies must 
be h i ghly developed if employee-turnover is to be kept 
to a minimum, and it is only when it is kept to a mininum 
that top performance is possible.* 
5. Coordination of Number of Employees With Work Loads. 
It fre q_ue ntly ha1)pens that t he number of regular 
employees carried in the various de partments is based on 
the higher work load levels experienced in t he de partments, 
resulting in an over-staffed condition during periods of 
lesser activity. This condition may not be obvious from 
mere observation, but it can generally be discovered under 
a productivity measurement progr am, and freq_uently it is 
a basic cause of fEtilure to measur·e up to standards. There 
are two possible a :pproaches to corr ecting this s i tuation-
either {1) to level-off the work load so that it will be 
relatively uniform throughout the period and reduce the 
number of employees to the narnber indicated by this 
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average work load, or (2) tq reduce the _permanent staff 
to the lower worlc load level and hire :part-time temporary 
help to take care of periods of greater activit y . The 
better solution is the former, but there are many activi-
ties in which a work level control program is not feasible 
and others in which it is not desireable. For example, 
it is not desireable to defer the proces s ing a nd deposit 
of cash recei pts during the time of the mont h tha t pay-
ments on account are heavy, since by so doing the hazard 
of loss by fire and theft are t hereby incr eased, delay in 
crediting accounts increases customer complaints, and a 
loss of interest on capital results. It is far more 
desireable, therefore, to obtain ad , itional help eit her 
by temporary employment or temporary Teassi gnment of 
regular employees to take care of such peak periods. 
The volume of sales is another activity that 
cannot be ap preciably controlled by the store management. 
Fortunat ely, however, the volume of sales varies aver a 
g iven period in a very definite pattern. It is normal 
for s a les activity to be heaviest in t h e middle of t he 
day - usually from ll a.m. to 3 p.m. It is also normal 
for sales to vary with a ll:Lgh degree of uniformity over 
the diff erent days of the week, weeks of the month and 
months of the year. In view of this tendency, it is 
possible to predict with considerable accuracy tre 
number of sales persons that will be re Quired as of~ny 
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given time in the several departments of the sto1t1 • 
Fortunately, too, it is usually not diff icult to find 
experienced sales help who are wi lling to work on a part 
time basis. There is, for example, a large pool of 
available labor composed of housewives , many of W1om 
have had previous selling experience in department stores 
or similar organizations and to whom the hours, 11 a.m. 
to 3 p .m., are particu-larly well-suited, s ince they 
represent the period which can best be spared from house-
hold duties. Furthermore, if the store's salespersons 
work on a co~mission basis, it is generall y possible 
(unless precluded by labor union controls) to establish 
a lower commission rate for such .part-time help on the 
basis that their opportunities for effecting sales per 
hour of total working time are greater than the full-time 
employees and to pay them the same cornmission would be 
unfair to the regular salespersons.* In addition, the 
period of greatest sales activity in department stores 
is just prior to holidays and t his is also t he period 
when persons not regularly employed are anxious to find 
temporary employment. 
To summarize, therefore, it is important that 
all employees have assigned to t hem an amount of work 
which will take their best efforts to accomplish and 
very careful plan~tng on the pa rt of management is nec-
essary if this result is to be a chieved. Productivity 
measurement can be used not only to determine past results 
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but also as a basis for establishing proper work flow and 
work load levels to insure that idle time resulting from 
periods when employees have nothing to do is reduced to 
a minimum, and if possible, eliminated. 
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CONCLUSION 
Conc)..usion 
What conclusions can be drawn :from the material in 
the preceding chapters o:f this :paper? 
It would appear that one obvious conclusion is the 
very intimate relationship between the accountingtreatment 
and the control of ex:pem:~es in the department store field. 
Decisions regarding contemplated expenditures and policies 
to reduce current expenses will be sound only when based on 
complete and accurate faets regarding present and :past opera:t-
ing results, facts which will be available only if the expense 
data is recorded in significant elements, analyzed in prp:per 
detail and effectively presented. Although it is true tha t 
/ the Expense Accounting Manual has done much to standardize 
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expense accounting in this field, this certainly does not mean that 
there is no place for department store controllers to exercise 
individual initiative ancL ingenuity to maJce the facts re ga ·ding 
expenses more graphic aml a more workable tool in the effect-
ive control of present and future expenditures. A considerable 
:portion of Part I of this: thesis was devoted to a consideration 
of the use of the Contribution Plan as a means of meaw ring the 
performance of selling departments in a re presentative depart-
ment store. Throughout this di scussion emphasis was placed on 
the element of control made possible through the use of this 
plan mainly due to the fact that it advocates allocating to 
selling departments only direct _expenses that are obviously 
controllable to a high degree by department heads and further 
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advocat es t he exclusion from selling department reports t hos.e 
expenses which cannot be accura tely alloca·ted to depa rtment s and 
which only tend to distort otherwise significant fi gures wr~n 
i ncluded. 
It was a lso :pointed out that the r e is a close relatim-
s hi p between the organi zat ional set-up and t he degree of ex~ense 
control in a department store. In order to measure the effective-
ness of subordinate executives and other supervisory personnel 
in this regar d, it is essential that the accounting records 
regarding expenses be maintained in such a manner tha t will 
reflect t he true expense experience of the segments of the store 
over which these individua ls exerci se control. When the 
accounting treatment so provides, a two-fold i nfluence for im-
proved expense control is present -first , the department 
heads will be psychologically induced to tak e a more active 
part in controlling expenses by the reali zati on t hat their 
eff orts will be clearly evident in the various statements and 
reports submitted to to p management , and, ·secondly , manage-
ment by a n examination of such reports and stat ements cro1 
readily determine t hose de partments in which it appears that 
t he ex pense :picture warrants investigation. Since effecti ve 
control of expense is so vital under present economic conditions, 
it was recommended. i n an earlier chapter that the organi zational 
char:t, :tr ovide fo r an i nd ividual, or, in the larger stores, a 
group of i ndividuals, whose :pr ime cone-ern is to constantly 
review the degree of expense control and t ake or mak e suggestiorE 
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relative to necessary action to improve it. 
In Part II of this thesis an exami nation was made 
of the various methods by which control of expenses could be 
maintained. Emphasis was placed on the need for constant and 
active . nexpense-consciousness" at all levels as a necessary 
element of expense control regardless of the specific methods 
employed by management t;o exercise control. It was also point -
ed out that mor·e and more department stor e managements are 
adopti ng what might be t;ermed a "scientific a:pproach 11 to the 
:problem of expense control. ~7hereas traditionally merchants 
as a group were inclinecl to adopt an atmi tude that success 
in their field depended ' on instinct or some inate "feel rr as 
a trader, the pr assure being exerted today by diminis hing 
profits due mainly to constantly rising expenses has caused 
a realization that expense control must be approached from 
a more scientific viewpoint and that methods developed and 
employed by other industries, principally manufacturing , are 
applicable to the department s tore field. Rapid stri des are 
being made to adapt these methods to department store opera-
tions and the results clearly indicate that t hose stores who 
are pioneering this movement are profiting thereby. The 
Controllers' Congress of the National Retail Dry Goods Assoc-
iation is constantly acting as a cleari ng-house of the various 
ideas and results of more scientific methods of controlling 
expenses as is evident by the follow~ng$atement of 
:rvrr. E. C. Stephenson, Chairman of the Controllers' Cone=,"Tess: 
"The importance of th_e expense problem is such tha~ 
none of us can overlook it. Merchandising opera-
tions can usually earn a satisfactory gross ·profit. 
There has always been a fairly ade quate method of 
budgeting purchases, mark-downs, sales, turn~over 
rates, and seeing that the budgets are properly 
administered. But operations can s pend thos'e gross 
profits and more without a pr9per approach xo the 
expense problem. 
This new approach, whatever it is, should be under 
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way at the earliest possible moment, so the tech-
niques will b1a fully perfected when and if an in-
dustrial economic upset confronts us. The Controllers' 
Congress Research Committee has taken as the first 
research study, non-selling payroll, an analysis of 
productivity and methods of control, in an attempt 
to find answers to these serious, pressing problems."* 
Since the issue is receiving such encouragement a nd support of 
this association it appears likely that the methods discussed 
in the earlier chapter will be adopted more uniformly through-
out the trade and should prove beneficial in impr-oving the over-
all profit margins of the various stores in the industry. 
In conclusion I would like to express my sincere 
appreciation to the management of t h e "A" .Department Store for 
the excellent coop·eration I recei-ved in obtaining much of the 
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data included i n t his paper and for the assistance rendered 
b y t he exe cutives of t ha t store with whom I came i n contact. 
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APPENDIX 
EXTRACT Ol!, STATISTICS ON OPERATING HESULTS 
OF DEPARTMENT AND SPECIALTY STORJ!S 
GROUPS AND ITEl;lS 1939 1945 1946 1947 1948 1949 
Sales Trend: 
Year to Year 
Change 
Index 
(1939:100) 
105.4% 111.5% 125.4% 105.9% 105.2% 95.3% 
100.0 204.4 256.3 271.5 285.6 272.2 
Margin, Expenses 
and Prof'it: 
Net Sales 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 
Gross 1mrgin 36.9 37.6 35.9 35.4 35.6 35.2 
Total Payroll 17.8 15.4 15.9 16.85 17.3 17.9 
Real Estate Costs 4.35 2.5 2.15 2.2 2.35 2.65 
Advertising 3.6 2.2 2.25 2.45 2.6 2.65 
All Other ExpensEB 9.65 7.75 7.8 8.6 8.85 9.3 
Total Expense 35 . ·4 
Net Operating Profit 1. 5 
Other Operating Data: 
Rate of Stock Turn 
(Times per Year) 4.3 
1~rk-downs 5.4 
27.85 28.1 30.1 31.1 32.5 
9.75 7.8 5.3 4.5 2.7 
5.4 5.25 4.85 4.6 4.4 
3.65 4.8 5.65 5.45 6.0 
Source:Operating Results of Department and Specialty Stores in 
1949 by F. L. Foster Jr. Bureau of Busines s Research 
Bulletin #132 lmrvard Univer sity Graduate School of' 
Business Administration 
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EXPENSE SECTION OF DEPil.RTl1/i:EUTAL CONTlGBUT I UH STATEMENT 
Oriental Rug Depa rtment 
Sales = ~50, 000. 00 
th Mon d d Ene February 28, 195 0 
Mo:n,th Year to Date 
This Year Iast Year This Yea r Last Year 
~ to ?o to 7& to ';o to 
Amount SalES .Amt. SaleE Amt • Sales Arnt. Sal3s 
Gross :rvr.a r gin 20,000.00 ' 40.00 
Publicity Expenses: 
News paper Advertising 
Payroll and Payroll 
Taxes 200.00 
News pap er Advertising 2,000.00 
Advertisi ng Supplies 50.00 
Display Payroll a nd 
Payroll Taxes 25.00 
Display Supplies 40.00 
Total Publicity 2 ,315.00 4.63 
Buyi ng Expenses: 
Buying Payroll and 
Payroll Taxes 2,300.00 
Buying Supplies 20.00 
Buyi ng Travel 200.00 
Receiving and Marlcing 
Payroll and Payroll 
Taxes . 200.00 
Receiving a nd Mark-
ing Supplies 100 .00 . -
Total Buying 2,820.00 5.64 
Selling Expenses: 
Sales Persons Pay-
roll and Payroll 
Taxes 3,600.00 
Selling Supplies 150.00 
Delive::cy Service (net 100.00 
Total Selling 3,850.00 7.70 
Total Dir ect Expense 8,985.00 17.97 
Department Contribution 11,015.00 22.03 
' 
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CHJillT SHOWING PERCENTAGES OF COST OF GOODS ~OLD , 
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GRAPH SHOUII1TG RELATI VE SIZES OF CERTAI N 
EXPENSES iJJD OTHER S.i aLAH ITEMS 
6- IviONTH PEH.IOD - JUNE-DECEMBER 1~47 
11
.8." DEP.Ji.RTivJENT STORE 
1-Iviark-downs 
2~Indirect Payroll* 
3-Rent 
1:54 . 
4-Advertising 
5-Salespeople Pa yroll 
6-Buying Payroll 
?-Delivery Service 
8-Freight-In 
9-Supplies 
10-Recei ving & Ma rki ng Payroll (Dir .) 
11-Floor Discounts 
12-Mfg . & Alterations 
13-Buying Travel 
14-Unclassified Expenses 
15-Donations · 
16-Services Purchas ed 
17-Insurance (General) 
18-Professional Services 
19-Repairs 
20-Postage & Telegr ams 
21-Depreciation 
22-Telephone 
23-Bad Debts 
24-Administrative Travel 
25-Insurance (Labor) 
*Indirect Payroll:-
.Executive 
Accounting Of f ice 
Superintendent & Ge n. Store 
Operating & Housekee p ing 
Mi scellaneous Merchandising 
Light, Heat & Power 
Advertisi ng 
Display 
Receiving &Marking (Indirect) 
General Selling 
0~~~~~~~~~~~11~1~·~·~~··~·~·~·~·~·~· 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 
TI ME SERI ES OF CERTAIN EXPENSES 
AND OTHER S ELEC'rED ACCOUNTS 
1946 - 1949 
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